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in the field of federal corporate income 
tax law.” * ° ” * ° . 


This year play after play is being 
for 





worked out for minimizing taxes 
example, that predicated upon invest- 
ment in tax-free bonds. “Tax Planning 
Under Section 23 (b)” discusses the 
deductibility of interest paid on loans 


when such securities are pledged as Editor | 
Q ia fe . I 8 a Henry L. Stewart 
collateral. * " ” - is ™ Washington Editor 
Lyman L. Long 
In “Tax Consequences of Payments Advisory Editor 
- A ‘ . * George T. Altman 
to Widows and Section 126” a New . 


Business Manager | 


York attorney tackles the problem cre- George J. Zahringer 
atc , sy 7 ok 2k * 3 Circulation Manager 
ated by I. T. 4027. M. S. Hixson 


CCH 


‘Tow MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, | 
interpretations of tax laws and other tax infermation. 
The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per year—single copies, 50¢ 


TAXES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 
214 N. Michigan Ave., Chicago 1, Illinois. Entered as second-class matter January 13, 
1939, at the Post Office at Chicago, Illinois, under the Act of March 3, 1879. 


SEPTEMBER, 





1951 VOLUME 29 





NUMBER 9 











CCH 


Contents for 


Serainmemem fowl tlw te tle BS 


Volume 29 Number 9 


Acq. and Non-acq.—From the Reader . ite ks ee 706 
ct MIT. Aaa tin retook a RAE Sey eT Ie eee Ie ee ee 707 
I I 0d eiaingans sade 2 Oe MRR RAO Seer 
Lost, Mislaid or Stolen?.......... ee coke by Thomas M. Stapleton, Jr. 713 
Gains and Losses on Foreign Exchange.............. by Marcel Klarmann 717 
New Corporations and the Excess Profits Tax ..... by L. William Seidman 728 
Sales and Assignments of Future Income and Sources of Income.......... 

Seren 23k ve) aa NR he SD iN ai Wi CN er RI by Aaron L. Danzig 735 
Can Interest Be Income or Capital Gain?..........by Solomon S. Mandell 741 
The Exclusion Provision of the Gift Tax Law Needs Amending. . 

ae eG FECA reek ds EU eet ee UE har by Armand Drexler 743 
Deducting Summer-School Expenses.......... . ...by Leevern Johnson 749 
The Two Revenue Acts of 1950.................... by W. Waller Grogan 751 
Judicial and Administrative Trends in Federal Income Taxation.......... 

NE Segre ne Oni gC ae tye a ep Pee T nh by David W. Richmond 759 
ors, tos tla aeg v9 le onlay ne ead algacch by Robert S. Holzman 764 
Is a A 8 iS a id oi See, age etch, Veet Ti A id Sl ee ea 768 
aca G'S 6d Kah ets Kia BOL ae Nd Geta alae halal a 771 
I SS sc ll sca arth hog Mud tay alleged anata Moe 776 
De 50 ica ay ae is kd pe ORE ed eae 777 
ih hgh vacated be Wik Spiral al aL AR a Moa esas WS ceca 783 
oi ae Maak decently eee Cee va oaeeOeNRe Inside back cover 


Printed in U. S. A. Copyright 1951 by Commerce Clearing House, Inc. 


Acq. and Non-acqa. 


Professional Taxpayers 
Sir: 

The professional man, the doctor, the 
lawyer, the dentist, the engineer, the archi- 
tect, who by state law may not incorporate, 
cannot have the advantages of corporate 
rates of taxation. Even though in former 
years corporation rates in the lower brack- 
ets more highly favored businessmen who 
incorporated over those in lower brackets, 
the present higher rates still favor corpo- 
rate taxpayers over the small businessman 
who may not incorporate. Corporations 
having a net income of $25,000 or less pay 
only a 25 per cent tax, or $6,250. Individ- 
uals having a $25,000 income pay a tax of 
$10,150. 

Assuming the corporation stockholder is 
an employee and receives a salary of $10,000 
a year and is married, leaving $15,000 in 
the corporation, then the corporation would 
pay a tax of 25 per cent of $15,000 or $3,750; 
the husband and wife on the joint return 
would pay $1,888 on the $10,000 salary, 
making a total tax of $5,638. But the 
individual (assuming that he is married) 
who does business as a sole proprietor pays 
a tax on the joint return of $6,724. This 
reveals very clearly the basic discrimina- 
tion which exists between the small corpo- 
ration and the small businessman, particularly 
the businessman who by state law may not 
incorporate. 


The Federal Social Security Act still ex- 
cludes the professions from the category of 
self-employed persons. Thus, the small 
professional man is not alone excluded 
from being able to have the advantages of 
corporation tax rates, but is also excluded 
from the benefits of social security coverage. 


In addition to this, under existing law, 
corporations may have qualified pension 
and profit-sharing plans; and the stock- 
holder employees may be beneficiaries there- 
under. The corporate employer obtains an 
immediate deduction as an expense against 
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income for the payment made into the plan. 
Moreover, the beneficiaries do not have to 
report the benefits as income until actually 
received; and then, if a payment is made 
to a beneficiary in one lump sum by reason 
of severance of employment, the income so 
received is treated as a long term capital 
gain and not as ordinary income. The pro- 
fessional man, however, who is in business 
for himself or does business in a partner- 
ship, may not have the benefit of the 
provisions of the law permitting the establish- 
ment of pension plans or profit-sharing 
plans. The plans may only be set up for 
the benefit of an employee, whereas in the 
case of the professional man who is in his 
own business, or a partner in one, he would 
be deemed the employer. 


All of the income of the professional man 
is earned income of a special type. The 
professional person requires many years of 
schooling and training and expense in 
order to develop the profession. Then the 
earnings of such professional man usually 
come in a concentrated era and the busi- 
ness is of such a nature that it is dependent 
upon good will and reputation and is not 
subject to sale. There is no provision in 
the law giving special deductions for earned 
income. 

It is my belief that the income tax laws 
should be modified and amended so as to 
permit professional persons, who by state 
law may not incorporate, to elect to have 
their income and earnings taxed on the 
basis as if such business were a corpora- 
tion, after providing for the taxation to such 
persons personally of an amount which, 
under the circumstances, would annually 
represent a fair salary or compensation. 

I also propose that the law should be 
modified and amended so as to permit an 
immediate deduction against taxable in- 
come for professional persons, who by state 
law may not incorporate, who annually pay 
into a pension or retirement plan a sum 

(Continued on page 770) 
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Tax=-Wise 


Meetings of Tax Men 


Oklahoma Institute on Federal Taxation. 
—On October 25, 26 and 27, the First An- 
nual Institute on Federal Taxation spon- 
sored by the Oklahoma Bar Association 
and the University of Oklahoma College of 
Law will be held in Norman, Oklahoma. 
The institute will cover the procedural pos- 
sibilities open to a taxpayer from the time 
he is notified by the Bureau of a proposed 
income tax deficiency assessment until the 
matter is determined by the court of ap- 
peals. The subject will be developed by the 
argument of a demonstration case. The cost 
ot registration is $3. Additional information 
may be secured by writing Professor 
Charles G. Kepler, College of Law, Univer- 
sity of Oklahoma, Norman, Oklahoma. 


University of Southern California.—The 
Fourth Annual Institute on Federal Taxa- 
tion sponsored by the law school of the 
University of Southern California will be 
held October 17, 18 and 19. One full day 
of the institute will be devoted to the im- 
pact and operation of the new excess profits 
tax law. Other highlights will include a 
speech on “Tax Legislation Pending Be- 
fore Congress and the Revenue Act of 
1951,” by Thomas J. Lynch, general counsel 
for the Treasury Department; a discussion 
of “The Responsibilities of the Tax Bar in 
Formulating Tax Policy,” by Louis Ejisen- 
stein, well-known tax authority; and a 
speech on “The Impact of Inflation on 
Estate Planning,” by Rene A. Wormser, 
dean of American estate planners. Further 
information about the institute may be ob- 
tained from the director, John W. Ervin, 
Tax Institute, School of Law, University 
of Southern California, 3660 University 
Avenue, Los Angeles 7, California. 


New York Law School.—The New York 
Law School is launching its Graduate Divi- 
sion this fall with an evening program of 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





tax courses, basic and advanced, dealing 
with federal income taxes, federal estate 
and gift taxes, federal tax litigation and 
bureau practice and state and local taxes. 
Head of the school’s Tax Law Department 
is Professor J. H. Landman. Inquiries may 
be addressed to the Registrar, 244 William 
Street, New York 38, New York. 


New State Tax Laws 


Alabama.—New business exemption is 
widened, “for the manufacture, production 
or processing of any trade or commercial 
articles, materials or supplies” and to the 
mining of manganese, salt, sulphur and tin. 


Livestock markets are licensed according 
to gross volume for the preceding year. 
The fees range from $50 for gross volume 
under $250,000 to $250 for volume in ex- 
cess of $2,500,000. 


California.—The operation of frozen food 
lockers is licensed. Annual license fee ranges 
from $10 for plants with 200 lockers or less to 
$50 for plants with over 1,000 lockers. 

The operative date of assessment law— 
Chapter 1466 of the Statutes of 1949—is 
postponed to the first Monday in March, 1953. 


Connecticut.—The fee for filing annual 
reports of corporations is set at a flat $8. 
The annual reports should be sent directly 
to the town clerk, instead of being sent to the 
filing corporation for transmittal to the clerk. 


Medical clinics are now licensed. They 
may be established upon compliance with 
certain conditions and payment of a $20 
registration fee. The registration is renew- 
able annually for $3. 

The Corporation Business Tax Act has been 
amended to include a definition of “doing 
business.” It “shall mean and include each 
and every act, power or privilege exercised 
or enjoyed in this state, as an incident to, 
or by virtue of, the powers and privileges 
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acquired by the nature of any organization 
whether the form of existence be corpo- 
rate, associate, joint stock company or 
fiduciary.” 


Illinois.—The Illinois alcoholic beverages 
tax will not apply to liquor sold within the 
state for immediate shipment by the pur- 
chaser to another state, or to sales of liquor 
by one Illinois distributor to another. 


The gas tax increase was signed by the 
Governor (S. B. 97), increasing the gasoline 
tax from three cents to four cents on August 
1, 1951, and to five cents on January 1, 1953. 


Massachusetts.—Persons believing they 
are paying too much personal income tax 
now have one year, instead of six months as 
formerly, to appeal for an abatement. A 
new provision gives six months in which 
to protest an assessment. by the Commis- 
sioner. Exactly the same changes are made 
in regard to corporate taxes. 


The Commissioner now has three years 
instead of two in which to examine the 
records of a personal income taxpayer. Re- 
turns will be kept a minimum of three years. 


New Jersey. — Freezer lockers and em- 
ployment agencies are licensed. Operators 
of refrigerated warehouses or frozen food 
locker plants of gross refrigerated space 
not in excess of 100,000 cubic feet will pay 
a fee for an annual license, expiring June 
30, of $25; space from 100,000 to one mil- 
lion cubic feet, $75; space in excess of one 
million cubic feet, $150. 


Employment agency operators fee is $5. 
Agency owners pay an annual tax ranging 
from $120 in municipalities of 150,000 or 
more to $30 in municipalities with popula- 
ations under 50,000. 


New York.—The hotel occupancy tax, 
due to end in 1952, has been made perman- 
ent. Residential clubs, rooming houses, 
furnished rooms, boarding houses and pri- 
vate clubs are now subject to the tax. 


Pennsylvania.—Foreign corporations must 
now make a “bonus” (doing business fee) 
report within 30 days of being issued a 
certificate to do business rather than before 
actually beginning operations, as formerly. 

Time on appeals on property tax is ex- 
tended. 


Wisconsin.—Nursery stock and _ trees 
growing for sale as such are exempt from 
personal property taxes. 


An Amazing Understatement 


Vice Admiral John H. Cassady was ex- 
plaining to the House Appropriations Com- 


“What this country needs is a permanent 
wave as permanent as a temporary tax 
and a temporary tax as temporary as a 
permanent wave."’—Wall Street Journal, 
August 13, 1951. 


mittee the need for larger appropriations, 
when asked the cost of the Navy plane. He 
answered, “It will amaze you.” The cost 
is between $800,000 and $900,000. During 
World War II, it was $160,000. 


New Form for Certain Fiscal Year 
Corporations 


Returns of corporations with a taxable 
year which begins after June 30, 1950, and 
ends before December 31, 1951, must be 
filed on the new form Schedule FY (Form 
1120). It will reflect the changes made in 
corporate income tax rates by the Excess 
Profits Tax Act of 1950. The present Form 
1120FY is inadequate for proper computation 
of the income tax for such taxable years. 


If a return has already been filed for a 
taxable year falling within the above dates, 
as in the case of a short taxable year which 
began after June 30, 1950, and adjustments are 
required because of the rate changes made 
by the Excess Profits Tax Act in the in- 
come tax rates, an amended return will 
have to be filed, with the income tax recom- 
puted on new Schedule FY (Form 1120). 


It Takes Taxes to Balance the Budget 


Senators Taft and Millikin do not agree 
with the Chamber of Commerce that the 
defense budget can be balanced without a 
tax increase. Taft says the government is 
$1 billion in the red since July 1. 


Russian Taxation 


By a roundabout route we have secured 
some figures on the taxing system behind 
the Iron Curtain. The Calcutta Chamber 
of Commerce has an article on the Russian 
economy in The Journal of the Indian Insti- 
tute of Accountancy & Taxation. According 
to the article, the Communists maintain 
their conventional disregard for rules and 
regulations, in the anomalous way in which 
they levy and collect their revenue. “Indi- 
rect taxation has come in for vehement 
criticisms at the hand of the Marxists as a 
‘tax on the bread of the poor’. Yet what do 
we find? The indirect tax provides nearly 
60 per cent of the total revenue of the state.” 
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The turnover tax corresponds to the pur- 
chase tax in England and probably to the 
manufacturer’s sales taxes here. It differs, 
however, from both in that it is levied 
largely on foodstuffs and important con- 
sumers goods. 


“[The Russian] Government usually fixes 
the prices in such a way as to see that 
the value of goods is kept equivalent to the 
costs of production, which include not only 
wages and raw materials but also a small 
margin of profit to each individual factory, 
to enable it to meet the costs of repairs, 
extension, etc. The difference between the 
price and the production costs is called the 
Turnover tax which is expressed as a per- 
centage of the selling price. Thus, in the 
period immediately before the Second 
World War, the Turnover tax represented 
75 per cent of the selling price of wheat, 
84 per cent of the price of sugar, and 74 
per cent of textile goods and so on. 


“The rates of profits tax vary from 10 
per cent to 80 per cent of the profits, the 
term ‘profits’ being applied to the sums 
retained by individual factories for repairs, 
labour welfare, etc. 


“Income-tax rates come under two cate- 
gories: Urban income-tax collected in cash, 
and rural income-tax collected in kind. A 
peculiarity about income-tax is that high 
rates are charged from those following in- 
dependent occupations, while those work- 
ing in state-owned factories are charged 
lesser rates. 


“The structure of the Soviet budget is 
fundamentally different from that of the 
democratic countries. The U. S. S. R. has 
been described as ‘a one budget’ country. 
In the U. S. A., on the other hand, besides 
the federal budget, there are 48 state bud- 
gets, over and above a number of municipal 
budgets. But in the.U. S. S. R. there are no 
separate taxing authorities apart from the 
Central Government. All the money that is 
collected by the way of taxes is credited 
into one treasury and the Central Govern- 
ment alone has the right to decide the man- 


ner and the amount to be spent throughout 
the U. S. S. R. 


“The total revenue of the U. S. S. R., ac- 
cording to the Budget for 1950, is estimated 
at 432 billion roubles (a); and expenditure 
at 427.9 billion roubles. The revenue for 
1950 is 1 per cent less than the actual reve- 
nue for 1949; and the expenditure for 1950 
is greater than that of 1949 by 5 per cent. 
Proceeds from the Turnover tax amount to 
238.4 billion roubles, ie., 55.2 per cent of 
the total revenues.” 
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Smudges 
on the Honor-System Shield 


The ink was hardly dry on the confirma- 
tion of John Dunlap as Commissioner of 
Internal Revenue when trouble began to 
develop in the vast Bureau network. 
Though the Bureau has been singularly 
free from collusion between its employees 
and fraudulent taxpayers, the ties of the 
honor system seem to be slipping their knots. 

Newsweek magazine, August 13, reports 
an editorial roundup of the mis-, mal- and 
non-feasance in office, particularly among the 
political appointees in the collectors’ offices. 


On the lighter side, but nonetheless seri- 
ous, is the action of the Marshall, Texas 
housewives who have refused to withhold 
and pay social security taxes on the wages 
of their domestics. They based their refusal 
upon a determination that the social secur- 
ity tax which, beginning January 1, 1951, 
made withholding agents of housewives 
employing domestics, is unconstitutional. 





Acme 


JAY BEISSER, an 18-year-old Rockville, 
Maryland taxpayer, received a foreign- 
aid-size check from one of Mr. Dunlap’s 
employees. Beisser had put in for a tax 
refund of $21.83. The best explanation 
for his receiving a check for over a half 
million dollars is that it was a “human 
mistake."" 
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This judicial conclusion was reached, no 
doubt, after several protracted PTA-type 
meetings. After both the housewives and 
the collector aired their defiance of one 
another in the press, the collector moved 
with the pomposity characteristic of the 
administration in firing generals and at- 
tached the bank accounts of the recalcitrant 
taxpayers. Texas women who can by-pass 
the judicial system and determine the con- 
stitutionality of an irksome statute are far 
too smart to be caught with their bank bal- 
ances up. Prior to the serving of the at- 
tachments they had drawn their balances 
down to a dollar or two. 

Americans have always been proud of 
their government and proud to support it. 
Mr. Schoeneman, the retiring Commission- 
er, often said the greatest asset of the BIR 
was the honesty of the American taxpayer, 
which kept the cost of collecting and polic- 
ing low. Recently when he appeared before 
a Congressional committee io explain his 
war on racketeers, he said, ““We need not 
tell you how greatly dependent we are on 


the great mass of these honest taxpayers to 
keep alive and strong our voluntary system 
of self-assessment on which we rely so 
heavily for the bulk of our revenue.” 

A few weeks prior to this, Edward H. 
Foley, Under-Secretary of the Treasury, 
said, “We have in this country a self- 
assessment, voluntary system of income 
taxation. Congress established that system 
because it accords with the American concept 
of a maximum of individual responsibility 
and a minimum of Government supervision.” 

This characteristic of the American tax- 
payer, of willingly submitting to self- 
assessment, is a unique feature among the gov- 


- ernmental taxing systems, and it is the core 


of the American taxpayers’ honor system. 

The Marshall, Texas housewives, how- 
ever, are displaying another American 
characteristic, that of protesting extraordi- 
narily high taxes and taxation for a ques- 
tionable government function. This is 
something for the politician to remember, 
that “professionalism” in taxes may bring 
about a breakdown in another honor system. 


A. Devuney, 1ne., WW. 1. 


One of the sights of our nation's capital, a building of which every American can feel 
he is a part—or, at least, his income is a part: the Bureau of Internal Revenue, home 
of America’s biggest tax collector. 
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Washington Tax Talk 


T-Zone Taxes ... 


Bureau Business Booms 





Our Cover 


The T-zone map on our cover shows the 
total federal and state tax collected in each 
state on one package of cigarettes. This 
tax produces nearly $1.25 billion annually 
for the federal government, nearly 2%4 times 
the amount collected ten years ago. The tax 
is an important source of revenue to the 
states, which receive nearly $421 million 
from this source, or about eight times as 
much revenue as that received from this 
source ten years ago. 


The sharp increase in revenue is not due 
entirely to an increase in the rates because 
cigarette consumption has been increasing 
annually. Cigarette production in the United 
States for the year ending June 30, 1951, was 
expected to reach a new record of 410 billion. 


The Department of Agriculture expects 
that cigarette output in 1951-1952 will be 
maintained at a high level. “Cigarette smok- 
ing is likely to continue to gain as the result 
of new smokers and higher personal incomes 
due to the expected expansion in economic 
activity.” The Department of Agriculture 
may be right in its guess about the con- 
tinuing high consumption of cigarettes, but 
its reason sounds faulty. If the consumption 
of cigarettes does increase, it will be due to 
the increased tension of the taxpayer in 
these high-tax times. 


Congress 


The Senate Finance Committee completed 
public hearings on the 1951 Revenue Bill on 
August 3 and began closed sessions on 
August 13. Chairman George estimated that 
a total of at least two or three weeks would 
be necessary to complete work and report a 
bill to the Senate. The committee is discuss- 
ing individual and corporate taxes. In view 
of the progress to date, it appears certain 
that no new withholding provisions will go 
into effect on September 1, 1951, as proposed 
in the House Bill. 


Washington Tax Talk 





Meanwhile, the President has reiterated 
his request for an increase in taxes of at 
least $10 billion this year. The present bill 
is estimated as yielding a prospective $6 to 
$7 billion. 

Under Code Section 112(f), relating to 
income tax treatment of gain realized on an 
involuntary conversion of property, the pro- 
ceeds received by persons whose property is 
condemned by government agencies or is 
otherwise involuntarily converted are not 
subject to capital gains tax to the extent that 
such proceeds are forthwith expended in the 
acquisition of other sim‘lar pronerty or in 
the establishment of a replacement fund. 
Under H. R. 3590, which has been reported 
to the House by the Ways and Means Com- 
mittee, for 1951 and later years “replace- 
ment” would not have to take place 
immediately in order to have the benefit con- 
ferred by Code Section 112(f). Instead, it 
could be made within the period beginning 
with the date of disposition, or the earliest 
date of imminence of condemnation, and end- 
ing one year after the close of the first tax- 
able year in which the gain upon conversion 
is realized. 


The Secretary 


The new Schedule FY (Form 1120) must 
be used by every fiscal-year corporation for 
a taxable year beginning after June 30, 1950. 
If a return has already been filed for a 
taxable year beginning after that date, as in 
the case of a short taxable year, and adjust- 
ments are required because of the income 
tax rate changes effected by the Excess 
Profits Tax Act of 1950, an amended return 
will have to be filed with the income tax 
recomputed on new Schedule FY (Form 
1120). It is expected that the new schedule 
will be available in the offices of the col- 
lectors by the time this issue reaches you. 
No special release date has been announced, 
and the Treasury states that it will be re- 
leased “when it becomes available.” 
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Federal agencies have indicated that they 
lack authority under the law to withhold the 
Vermont income tax from the salaries of 
their employees. Because the policy of the 
federal government is to cooperate with the 
states in the administration of their tax laws, 
the Treasury has announced that appropriate 
legislation is under consideration which 
would authorize federal agencies to withhold 
state income taxes. 


New regulations have been adopted to 
complement Code Section 124A, which was 
added by the 1950 Revenue Act and which 
provides for a special 60-month amortization 
period for certified properties acquired or 
completed after December 31, 1949, in lieu 
of the regular depreciation period. 

The Treasury has released the preliminary 
report, “Statistics of Income for 1948.” The 
report is in two parts—Part 1 (individuals) 
and Part 2 (corporations). These are on 


712 


sale by the Superintendent of Documents, 
United States Government Printing Office, 
Washington 25; D. C., for 20 cents and 10 
cents, respectively. The adjusted gross in- 
come shown on the individual returns is 
$164,173,861,000 and the net income shown 
on the corporation returns is $36,273,250,000. 
There were 52,072,006 individual and 630,670 
corporation returns filed. 


The Supreme Court 


Certiorari has been applied for in the fol- 
lowing cases: 

King v. Commissioner, 51-1 ustc { 9304. 
Ordinary income was realized by the tax- 
payer on the sale of houses which were 
originally constructed for rental purposes 
but subsequently held by him primarily 
for sale. 

(Continued on page 727) 


_ 
Senator George of Georgia wants a lot of explanation. about the suggestions of 
Secretary Snyder embodied in H. R. 4473, the Revenue Bill of 1951. 
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Lost 
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By THOMAS M. STAPLETON, Jr. 


SEPTEMBER, 1951 


Mislaid 


ONE MIGHT ASSUME THAT WHEN CONGRESS INCLUDED “THEFT” 






? 


or Stolen 
? > 


AS A DEDUCTIBLE LOSS IN SECTION 23 (e) (3), IT HAD IN 
MIND THE LEGAL UNDERSTANDING OF THE TERM. EVENTS HAVE 


EPORTS of the Federal Bureau of 

Investigation indicate that approxi- 
mately 1,750,000 crimes are committed in 
the United States each year. Of this total, 
all but 100,000 ‘consist of the crime of 
burglary, robbery or some form of larceny, 
each such item representing a potential tax 
deduction. Since these losses of property 
represent more tax deductions than there 
are tax practitioners, the subject is bound 
to be of general interest. 

Among the most important factors to be 
considered when weighing the possibility 
of sharing a theft loss with Uncle Sam are 
the identity of the taxpayer and the connec- 
tion of the loss to his activities. It is im- 
portant whether the victim is a corporation 
or an individual and whether the loss arises 
from business or personal endeavors. 

For example, where the victim is a cor- 
poration, Section 23 (f) of the Code applies 
and the taxpayer is allowed all losses sus- 
tained during the taxable year and not com- 
pensated for by insurance or otherwise. 
Losses through theft are included. There 
is, of course, the limitation contained in 
Section 23 (a) (1) that a deduction be 
“ordinary and necessary.” Since Section 
23 (f) is widesweeping, the corporate client 
need only establish the existence of the loss 
and its relationship to its corporate purposes. 
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PROVED OTHERWISE, SAYS THIS NEW YORK ATTORNEY AND CPA 


The individual engaged in a trade or busi- 
ness or in a transaction entered into for 
profit who incurs a theft loss is given simi- 
lar liberal treatment -under Sections 23 
(e) (1) and 23 (e) (2). He needs only to 
show the loss and the tie-in with the busi- 
ness or profit activities. 


This article is concerned with the unfor- 
tunate victim of theft who has lost property 
that is in no way connected with a trade 
or business or a transaction entered into 
for profit. This taxpayer must bring him- 
self within the provisions of Section 23 
(e) (3) which allows deductions for losses 
of property arising from fires, storms, ship- 
wreck or other casualty, or from theft, 
where there has been no compensation by 
insurance or otherwise. Whereas the other 
groups discussed had only to show the loss, 
the taxpayer who has suffered a theft of 
personal property has the added burden 
of showing that his loss results from one of 


‘a limited group of causes. He must con- 


vince the Commissioner and, possibly, the 
Tax Court that a theft has taken place. 
As will be shown subsequently, this is not 
always an easy matter. 

One might reasonably expect that when 
Congress inserted “theft” in the list of de- 
ductible losses in Section 23 (e) (3), it had 
in mind the legal understanding of the term 
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and that when the taxpayer could show 
that his theft qualified under the terms of 
a state statute, it also qualified under the 
Code section. Events have proved other- 
wise, and it will be seen that even where 
the taxpayer is able to establish the legal 
elements of the crime under local law, suc- 
cess is not assured. 


Where the culprit acts in the presence of 
the owner and/or witnesses or leaves some- 
thing like a damaged lock behind as a 
memento of illegal entry, no problem ex- 
ists. Evidence is available that force has 
been exercised, and it is not difficult to 
establish the fact of the theft to the satis- 
faction of the most suspicious mind. How- 
ever, some taxpayers are unfortunate 
enough to be the victims of theft by stealth. 
Property which is placed in a certain place 
by the owner on one day is missing on the 
next, or property on the person or in the 
custody of an owner just disappears. The 
question then arises, Was the item lost, 
mislaid or stolen? Unless the taxpayer can 
definitely establish the existence of the elu- 
sive miscreant through some circumstantial 
evidence remaining behind, the theft may 
turn out to be nothing but a disallowed 
deduction. 

This problem of establishing the fact of 
theft dates back to the first year of the 
Board of Tax Appeals, predecessor of the 
Tax Court. The Board had hardly finished 
its organization and started to warm the 
bench when a taxpayer came forward with 
two disputed nonbusiness theft-loss deduc- 
tions claimed under Section 214 (a) (6) of 
the Revenue Act of 1921, which approxi- 
mates the current Section 23 (e) (3). 
(Howard J. Simons, CCH Dec. 135, 1 
BTA 351.) 

When this petitioner left for France in 
1921, he stored a considerable part of his 
furniture in his Washington residence. 
When he returned to the United States 
later in the year, he found that some of the 
articles were missing. He alleged that they 
had been stolen, that they were never re- 
covered and that his loss was $146. He 
had further theft losses in 1922, allegedly 
caused by the pilfering of a maid employed 
in his home. He estimated the value of 
the missing items as $2,600 and claimed 
one half of this amount as a reasonable 
deduction. The maid was never prosecuted 
because of the lack of sufficient proof, be- 
cause she was penniless and because her 
male accomplice was in jail for other crimes. 


The Board decided one issue each way, 
the taxpayer being allowed the smaller 
claim. With respect to the pilfering of the 
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light-fingered maid, the Board said that 
there was not sufficient evidence to prove 
that the loss arose from theft, and the de- 
duction was denied. The echo of that de- 


cision has continued to hound taxpayers. 


‘Jewel Robbery’’ Cases 


The past year has produced several in- 
teresting and instructive cases on this 
question, and most of them can be lumped to- 
gether as the “jewel robbery” cases. The 
first concerned one Henriette Sava-Goiu 
(CCH Dec. 17,518(M), 9 TCM 128 (1950)) 
who had three drawers in which she kept 
her jewelry. Among the pieces stored there 
was a large topaz ring which she had re- 
ceived from her husband and which cost $600. 
In July, 1944, the ring disappeared from its 
place of safekeeping. At the time of the 
loss, substantial repairs were being made 
on the residence of the petitioner, and 
workmen were coming and going fre- 
quently. The taxpayer could not remember 
specifically placing the ring in the drawers 
prior to its disappearance but said that it 
was her habit to store it there. She failed 
to report the loss to the police because she 
“had certain concepts about not prosecut- 
ing people unless there was a grievous crime.” 

The Tax Court pointed out that if a theft 
had taken place, failure to notify the police 
made both the recovery of the lost article 
and the apprehension of the culprit unlikely. 
It refused to accept her story on the 
grounds that it was just as likely that the 
ring had been mislead. 

The tax practitioner who might have de- 
duced from the above that a report to the 
police and a public outcry might help fix 
the theft for tax purposes, found that “it 
ain’t necessarily so” in the case of William 
and Constance Fuerst (CCH Dec. 18,182(M), 
10 TCM 208 (1951)). ; 

The petitioner kept his wife’s bracelet in 
a safety deposit box when it was not being 
worn, since it had cost over $8,000 when 
purchased many years before. On Decem- 
ber 12, 1945, he found that the bracelet was 
missing from the box and so notified an 
official of the bank. He also notified the 
police and placed an advertisement in a 
local newspaper offering a substantial re- 
ward for its return. He presented a claim 
to the insurance company, under a floater 
policy, in which he stated that he had left 
the bracelet in a booth while placing other 
items in the vault. This claim was allowed, 
and he received the maximum coverage OI 
$250. He consulted his attorney about 
suing the bank, but no action was. taken 
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because of insufficient proof of negligence 
on its part. The unreimbursed balance of 
the loss was claimed as a deduction on his 
return for 1945. 


The facts that satisfied the insurance 
company did not convince the Tax Court. 
It pounced on the contradiction in his claim 
that the item had disappeared from his 
safety deposit box when it had been previ- 
ously represented that it was left in a booth 
in the vault. It sniffed that it was unlikely 
that the bracelet could disappear from such 
a secure place and decided that the bracelet 
might have been mislaid rather than stolen. 

This conclusion ‘seems to be thoroughly un- 
realistic, because whether the bracelet was 
left in the booth or in the box, it could not 
subsequently have walked off by, itself. 
The finder could hardly carry away an 
$8,500 bracelet and ignore the advertised 
reward without having larceny in his heart. 
Anyone who has seen the inside of a bank 
vault knows that a valuable article could not 
be mislaid there for long without a finder 
turning up. 

Another recent jewel case is Allen (CCH 
Dec. 18,055, 16 TC —, No. 22 (1951)). 
The petitioner owned a diamond brooch 
which had been purchased the day preced- 
ing the loss for $2,400. The taxpayer and 
her sister attended an art exhibition at the 
Metropolitan Museum of Art in New York 
City on January 21, 1945. She wore the 
new brooch on the left side of her dress 
about five inches below her shoulder. They 
toured the well-lighted galleries for ap- 
proximately two hours, pausing from time 
to time to admire paintings exhibited, but 
standing all the while. When they were 
about to leave at closing time as part of a 
crowd of about 5,000 people, the taxpayer 
noticed that her brooch was missing. She 
immediately notified the museum attend- 
ants who made a thorough search of the 
premises without finding the missing article. 
The police were promptly notified, and an 
advertisement was placed in both the New 
York Times and the New York Herald- 
Tribune offering a reward of $200 for 
its return. 

New York State has a statute that seem- 
ingly applied to this situation. Its penal 
law, Section 1300, reads as follows: “A 
person who finds lost property under cir- 
cumstances which give him knowledge or 
means of inquiry as to the true owner, and 
Who appropriates such property to his own 
use or to the use of another person who is 
not entitled thereto, without having first 
made every reasonable effort to find the 
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owner and restore the property to him, is 
guilty of larceny.” 


The petitioner reasonably argued that 
this law established her loss as a theit. 
After all, the brooch could have disappeared 
in only one of two ways—it was either 
taken from her person without her knowl- 
edge or it dropped from her person and 
was picked up by another visitor to the 
museum. If the former was the case, 
there obviously was a theft. If the latter 
was what happened, the finder could have 
found the true owner merely by contacting 
the guards at the museum, who had been 
notified of the loss. Since the finder had 
not done so, he could be prosecuted for 
larceny under the cited statute, and there is 
no larceny without a stolen object. 


The majority of the Tax Court was un- 
convinced and made much of the fact that 
the petitioner had not established that the 
brooch had a safety clasp. It decided that 
the article “had been lost by mischance or 
inadvertance—not by theft.” The statute 
referred to above was dismissed with the 
comment that “there is no evidence that 
the pin was ever found.” What they in 
effect said was that there could be no de- 
duction until the finder was located, for 
how else could the finding be established? 


Happily for the future but not for the 
taxpayer involved, three justices dissented 
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saying that “absolute proof by an eye wit- 
ness is so improbable that the burden [of 
proof] now being imposed on taxpayers 
virtually repeals pro tanto section 23 (e) (3).” 
To which many unhappy taxpayers will 
say “Amen.” 


In the “jewel robbery” cases discussed 
above there was always the possible but 
improbable alternative that, unnoticed by 
human eye, the item was snuggling in some 
dusty corner; and the taxpayer was ordered 
to prove otherwise. The same proof was 
required in a case involving luggage, where 
there would seem to be no possibility of a 
dusty corner. In Bauman (CCH Dec. 
18,078(M), 10 TCM 31 (1951)), the peti- 
tioner had received an appointment to serve 
as a civilian employee of-:the United States 
in Vienna, Austria. She was booked for 
passage on a United States Army vessel, 
but her name had to be stricken from the 
passenger list because of delays in proc- 
essing her papers. In the interim, her lug- 
gage had been loaded on board the ship and 
was not removed before it sailed. 


The taxpayer became ill and had to re- 
sign her position prior to assuming it, and 
the Army made an unsuccessful effort to 
locate her baggage in Europe. - It was 
traced as far as Vienna, Austria, where it 
had been routed back to Bremerhaven for 
return to this country. There the trail 
ended, and the property has never been 
located. The petitioner received partial re- 
imbursement from the government and 
claimed the uncompensated-for balance as 
a theft loss on her return. 


The petitioner argued logically that the 
attendant circumstances raised a conclusive 


presumption that the luggage had been 
stolen. It is difficult to imagine large pieces 
of luggage covered by multiple stickers as 
being lost, since “lost in transit” could only 
mean appropriation by someone. As usual, 
the Tax Court turned thumbs down saying: 
“Since the establishment of the fact of theft 
is essential to the petitioner’s case, we think 
that the respondent must be sustained in 
his disallowance of the deduction.” 


A perusal of the above cases indicates 
that a taxpayer is burdened with an almost 
impossible task in proving, where some 
form of stealth is involved, that a theft 
has taken place. This situation appears to 
be both unfair and opposed to a reasonable 
interpretation of Section 23 (e) (3). How- 
ever, in all fairness to the Commissioner, 
it must be admitted that there is some 
justification for his negative attitude which 
the Tax Court has supported. It is all too 
easy for the taxpayer who has lost prop- 
erty and has a flexible conscience to claim 
that it must have been stolen. Some bur- 
den of proof must be imposed to separate 
the loss from the theft. However, the rigid 
policy that has been adopted excludes the 
actual victim of theft as well as the care- 
less owner who would misrepresent his case. 


There is some basis for the belief that the 
requirements of proof can be relaxed con- 
siderably without opening the door to the 
tax evader. The dissenting opinion in the 
Allen case gives some hope that the Tax 
Court may reach the point of using a more 
reasonable yardstick in the future. It is 
not for this article to say how or where 
the line should be drawn but only to ex- 
press the hope that it will be moved a little 
more toward the middle. [The End] 


HOW THE CIO WOULD DO IT 
ESTIFYING before the Senate Finance 


Committee, Stanley Ruttenberg, CIO 
Director of Research and Education pre- 
sented a fourfold program for improvements 
in the new tax bill approved by the House: 
(1) Exempting from tax increases any in- 
dividual whose total taxable income does 
not exceed $1,000. (2) Increasing excess 
profits tax rate on corporations to 85 per 
cent, and closing major loopholes in the 
present excess profits law. (3) Eliminating 
the increase in excise taxes, as called for in 
the House bill, and refusing to consider the 
demands of big business for a federal sales 
tax. (4) Closing loopholes in present tax 
law to raise at least 25 per cent of the total 
increase in taxes, 
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“We can still raise this amount of taxes 
without increasing the tax burden on any 
individual whose total amount of taxable 
income does not now exceed $1,000,” Rut- 
tenberg said. 

The CIO recommendations called for 
raising the additional $10 billion in the 
following way: 

From corporations—at least $5 billion. 

From individuals—$2¥ billion. 

From plugging tax loopholes—$2¥ billion. 

Ruttenberg attacked particularly the 
proposal .of the National Association of 
Manufacturers and other representatives of 
business before the committee that most 
of the increased tax income be raised 
through a sales ‘tax. 
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GAINS and LOSSES 


on Foreign Exchange 


By MARCEL KLARMANN 


CPA, New York City 


THIS IS A COMPARISON OF CASES AND THEORIES DEALING 
WITH GAINS AND LOSSES ARISING FROM FOREIGN EXCHANGE 


FLUCTUATIONS — ON WHICH 


\ 7 HENEVER income, gains or losses of 

a United States taxpayer are connected 
with foreign exchange, two sets of tax 
problems may arise. One may be caused 
by the fact that most foreign currencies are 
blocked, that is, not freely convertible into 
United States dollars. The Treasury De- 
partment has issued a number of rulings on 
this subject,’ and the Excess Profits Tax 
Act of 1950 provides that such blocked 
income is taxable income in an excess 
profits tax year.’ 


Problems of a different kind have to be 
solved in the case of free or convertible 
foreign ‘currencies, which may be either 
currencies not subject to any restrictions or 
that part of restricted currencies which can 
be converted into United States dollars. 
The financial history of the last years has 
shown that the rates of exchange of such 
currencies are subject to violent fluctuations 
which naturally influence the tax situation 
of a United States taxpayer who has any 
dealings in foreign currency. The Code 
is silent as far as such fluctuations are con- 
cerned. A number of court decisions and a 
large number of Treasury rulings have dealt 
with the questions involved, but it is not easy 
to find any leading ideas in those decisions 
and rulings, since they seem to contradict 
each other frequently. 


Several writers have developed interest- 
ing theories in the attempt to build up a 


*Mim, 6475, 1950-1 CB 50; Mim. 6494, 1950-1 
CB 54; I. T. 4037, 1950-2 CB 31; Mim. 6584, 
1951-2-13519 (p. 3). 


? Code Sec. 433 (a) (1) (M). 


Gains and Losses on Foreign Exchange 


POINT THE CODE IS_ SILENT 


unified system of taxation with regard to 
gains or losses arising from foreign-ex- 
change fluctuations. Starting from an eco- 
nomic point of view, one opinion wants to 
distinguish the cases where the foreign ex- 
change is the subject of the transaction 
from those cases where it is the medium of 
the transaction.’ This opinion considers the 
purchase and sale of foreign exchange by 
a dealer or a trader as the purchase and 
sale of a commodity, the market value hav- 
ing to be translated into American dollars 
at the current rate of exchange and the 
dealer having the right to inventory his 
foreign currency at the end of his taxable 
year. The borrowing of foreign currency 
is considered as the borrowing of a com- 
modity, the repayment of which has no 
influence on the amount of taxable income 
regardless of the change in the exchange 
rates at the time of the receipt and the time 
of the repayment. In the case of sales or 
purchases of goods abroad, the foreign ex- 
change involved is considered to be the 
medium of exchange, conversion into United 
States dollars to be made at the rate in 
force on the date of the transaction. 


This theory is not altogether satisfying. 
Actually, a number of decisions have ex- 
pressed the opinion that the borrowing of 
foreign exchange and its repayment gave no 
rise to taxable income, although the for- 
eign exchange returned represented a 

? Burton L. Shepard, ‘‘Foreign Exchange—_ 
Tax Consequences,’’ Tax Law Review, Decem- 


ber 6, 1946-January, 1947; J. K. Lasser, Business 
Tax Handbook, p. 243 (1949). 
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smaller amount in United States dollars 
than the foreign exchange received.‘ How- 
ever, it seems that where an American 
taxpayer makes a purchase in foreign cur- 
rency on credit, the foreign currency is a 
medium of exchange just at the time of 
purchase; thereafter it becomes the subject 
of a separate transaction, rising or declining 
in value, as if the foreign currency had been 
borrowed as such. In the case of Jovyce- 
Koebel Company® the board stated that the 
cost of goods purchased with foreign ex- 
change is the dollar value of the foreign 
exchange on the date of purchase and that 
if the purchaser buys on credit, he is specu- 
lating in the foreign exchange, thus entering 
into a separate transaction which may re- 
sult in gain or loss. 


Furthermore, if the disregard of the 
change in the dollar value of foreign ex- 
change borrowed and repaid should be based 
on the concept of a commodity borrowed 
and returned, it would be difficult to under- 
stand why exchange fluctuations in the 
cases of foreign exchange loaned should 
result in gains or losses. In the case of 
Haviland v. Edwards* the plaintiff had lent 
1,110,000 German marks before January 1, 
1918. In his amended return for 1919 he 
took as a deduction the depreciation of this 
still outstanding claim in marks as of De- 
cember 31, 1919. The court disallowed this 
deduction, stating that the plaintiff was not 
entitled to inventory his foreign currency 
but indicating that variations in value of the 
amount would affect the taxable income 
when the transaction was closed out. In the 
case of The Foundation Company" the peti- 
tioner was operating on an accrual basis. 


* William H. Coverdale, CCH Dec. 14,659(M), 
4 TCM 713 (1945); B. F. Goodrich Company, 
CCH Dec. 13,187, 1 TC 1098 (1943). 

5CCH Dec. 2222, 6 BTA 403 (1927). 

®1927 CCH Standard Federal Tax Reports 
{| 7224, 20 F. (2d) 905 (CCA-2). 
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In 1928 it reported income from construc- 
tion work performed in Peru in Peruvian 
currency at the then existing rate of ex- 
change. The Peruvian debtor could not 
pay in 1928, and this debt was extended by 
mutual agreement until it was repaid in 
installments during the years 1937 to 1941 
in Peruvian currency, which had consider- 
ably declined in value. The Commissioner 
relied on the Goodrich decision,’ but the 
board allowed the deduction for the losses 
resulting from the decline of the Peruvian 
rate of exchange. I. T. 2404° considers the 
case of a taxpayer who inherited a mort- 
gage in German marks in 1918 which was 
repaid in 1920, and who reinvested the 
money received in another mark-mortgage 
which was repaid in 1921. It states that 
the taxpayer experienced in both cases a 
gain or loss, depending upon whether the 
value of the marks repaid, measured in 
American dollars at the date of repayment, 
was in excess of or less than the fair market 
value of the mortgage note at the time of 
acquisition. 

It is difficult to reconcile these decisions 
with the theory that the borrowing and re- 
payment of foreign currency is to be con- 
sidered as the receipt and return of a com- 
modity. 


Foreign Exchange Transaction 
as Part of Main Transaction 


Another theory concerning gains and 
losses on foreign exchange has been de- 
veloped with regard to purchases and sales 
made in foreign currency.” It is contended 
that the cost of goods purchased with for- 
eign exchange should be the amount of dol- 
lars necessary to purchase the foreign 
exchange without considering two rates of 
exchange—one in force at the date of pur- 
chase of the goods, the other in_use in ac- 
quiring the foreign exchange, which may be 
acquired either before the purchase, or, as 
in the case of purchases on credit, after the 
purchase. ' 


It would make no difference in the final 
monetary effect whether the cost of goods 
purchased were set up at the exchange rate 
prevailing on the date of purchase and. any 
increase or decrease in the rate between 
this date and the date of acquisition of the 
foreign currency were accounted for sepa- 


7™CCH Dec. 17,717, 14 TC 1333 (1950). 

8 Cited at footnote 4. 

® VII-1 CB 84. 

%” Charles L. Kades, ‘‘Devaluation Revalued,”’ 
TAXxES—The Tax Magazine, April, 1950, p. 365. 
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rately, as the board has decided in the cases 
of Bernuth-Lembcke Company” and Joyce- 
Koebel Company,” or if the goods were set 
up at the cost of the required foreign ex- 
change. Goods purchased for £100 in 
August, 1949, when the rate was $4 for 
the English pound, and paid for in Decem- 
ber, 1949, with. pounds acquired at $2.80, 
may be set up at $280, as this theory de- 
mands, or they may be set up at $400, in ac- 
cordance with the court decisions, the 
difference of $120 being treated as a gain 
on foreign exchange. In both cases the net 
expense is $280. 


There are important objections to treat- 
ing purchases and sales in foreign exchange 
as a whole. The purchase of the goods may 
have occurred in one year, while the ac- 
quisition of the foreign exchange, necessary 
to pay for the goods, took place in a pre- 
ceding or succeeding taxable year. One of 
the two transactions may have been a 
capital transaction, to which Section 117 of 
the Code is applicable, while the other 
transaction may have resulted in ordinary 
gain or loss. The nondeductibility of losses 
resulting from transactions between related 
taxpayers or from wash sales could apply 
to one transaction and not to the other. 


The Short-Sale Concept 


Still another theory * considers the cases 
in which it was held that the borrowing and 
repaying of foreign currency do not give 
rise to gain or loss.“ It is argued that there 
is no difference between a debt in a foreign 
currency borrowed and a debt resulting 
from a purchase on credit. It develops the 
concept of a short sale with regard to cur- 
rencies borrowed and either converted into 
United States dollars or used for the pur- 
chase of goods, such purchase being an ex- 
change of the foreign currency for the 
goods acquired. The Goodrich decision, 
where the money borrowed was lent to a 
subsidiary, is considered correct. But it 
is held that in the Coverdale case, where the 
borrower purchased securities with the for- 
eign currency borrowed, the court should 
have considered the excess of the dollar 
value of the foreign currency on the date of 
the borrowing over its dollar value on the 
date of repayment as a taxable gain, just as 


1 CCH Dec. 397, 1 BTA 1051 (1925). 

2 Cited at footnote 5. 

3 Sidney J. Roberts, ‘‘Borrowings in Foreign 
Currencies,’’ TAxES—The Tax Magazine, No- 
vember, 1948, p. 1033. 

4 William H. Coverdaie and B. F. Goodrich 
Company, cited at footnote 4; Bowers v, Ker- 
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in the case of a short seller who acquires 
the securities sold short at a lower price. 


In the Kerbaugh-Empire Company case” 
the Supreme Court took issue with this con- 
cept which had been asserted by the Com- 
missioner. It found the main difference 
between foreign currency borrowed and 
used and a short sale in the fact that “a 
short seller borrows what he sells and the 
purchase price goes to the lender and is 
retained as security for repayment... the 
defendant in error .. . needed the money for 
use and received the amount borrowed and 
expended it.” On the other hand, in the 
case of Frederick Vietor & Achelis v. Salt’s 
Textile Manufacturing Company,” the court 
allowed the conversion of short-term liabili- 
ties in French currency into United States 
dollars at the end of the taxable year with- 
out distinguishing whether the liabilities 
had arisen from borrowings or from pur- 
chases on credit. The chief objection 
against the concept of a short sale seems to 
be that the substance of the two transac- 
tions, as determined by the intentions of 
the parties, is essentially different. A short 
seller speculates on the price decline of the 
securities sold. He has no interest in the 
securities other than to sell them and rebuy 
them at a lower price. A borrower of for- 
eign currency may have the same intention. 
But in the decided cases, Kerbaugh-Empire 
Company and William H. Coverdale, the bor- 
rowers were not speculators; they needed 
the money for business purposes and bor- 
rowed foreign currency, because the lenders, 
from whom they obtained the loan, were 
foreign corporations. 


In general, the attempt to consider pur- 
chases and sales in foreign currency as ex- 
changes of such currency appears to con- 
tradict the basic principles of the tax law. 
According to Section 111 of the Code, gain 
or loss on an exchange is the difference be- 
tween the cost or other basis of the asset 
given in exchange and the fair market value 
of the asset received in exchange. When 
assets are purchased with foreign currency, 
their fair market value is not ascertained. 
They derive their value from the fair mar- 
ket value of the foreign currency, that is, 
the dollar value of such currency computed 
at the rate on the day of purchase.” The 
baugh-Empire Company, 1 ustc { 174, 271 U. S. 
170 (1926). 

15 Cited at footnote 14. 

16] ustc f 274, 26 F. (2d) 249 (DC Conn., 1928). 

11 Bernuth-Lembcke Company, cited at foot- 


note 11; Joyce-Koebel Company, cited at foot- 
note 5. 
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gain or loss on the foreign exchange is com- 
puted, without regard to the asset received, 
on the separate transaction of acquiring 
and disposing of the foreign currency. It 
is not the fair market value of the asset 
received but the fair market value of the 
asset given which. determines the taxable 
gain or loss. This fair market value is as- 
certained by a specific procedure—the con- 
version of foreign exchange into United 
States dollars.“ Even in those cases which 
would ordinarily be called purchases and 
sales of foreign currency for United States 
dollars, the terms “conversion” and “recon- 
version” are used,” indicating that such 
transactions involve the interchange of as- 
sets which have identical functions. 


Actual Conversion 
of Foreign Exchange 


The actual conversion of foreign exchange 
into United States dollars or of dollars into 
foreign exchange does not seem to raise 
any special problems. Foreign currency 
may be acquired for United States dollars 
by dealers and traders in foreign currency. 
It may be acquired for the purpose of pur- 
chasing assets, for the payment of liabilities 
or for living expenses within a foreign 
country. It may be converted into United 
States dollars by dealers, traders and per- 
sons who have received foreign currency as 
fees, salaries, interest, dividends, rents, 
royalties or other periodical income, or as 
the amount realized from the sale of an 
asset or as profit from a business con- 
ducted in a foreign country. 

It has been held that such conversion 
does not constitute an exchange of property 
held for productive use or investment for 
property of a like kind, as provided in Sec- 
tion 112 (b) (1).” The dollar amount ex- 
pended for the acquisition of foreign currency 
is the basis, and the amount resulting from 
the conversion of foreign currency into 
United States dollars is. the amount realized, 
the difference, according to Section 111, 
representing gain or loss.” 


Foreign currency acquired for United 
States dollars and reconverted into United 
States dollars is to be considered inde- 
pendently from the transaction for which 


1% Mim. 6475, cited at footnote 1; Mim. 5297, 
1942-1 CB 84. 

12° I, T. 3810, 1946-2 CB 55. 

2 TJ. T. 3810, cited at footnote 19. 

2 Louis D. Beaumont, CCH Dec. 7426, 25 
BTA 474 (1932); P. Cannizzaro € Company, CCH 
Dec. 5929, 19 BTA 380 (1930). 

22 CCH Dec. 2028, 5 BTA 977 (1926>. 
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the foreign currency was acquired. In the 
case of Max Sarfert™ the taxpayer had 
placed an order for German machinery and 
bought the necessary German marks. Later 
the vendor declared he would not take 
marks but only dollars. The taxpayer paid 
dollars for the machinery and sold the 
marks he had bought at a loss. The Com- 
missioner disallowed the deduction of this 
loss. He contended that the purchase and 
sale of the marks was a part of the trans- 
action of purchasing the machinery and 
that, therefore, the loss constituted a part 
of the cost of the machinery. The board 
held that the purchase and sale of the marks 
and the purchase of the machinery were 
separate and distinct transactions and that 
the loss should be allowed. 


A transaction in foreign currency can be 
closed not only by a reconversion into 
United States dollars but also by the for- 
eign currency becoming worthless. In the 
cases of Charles M. Howell,™ John B. Lewis™ 
and Louis Stern™ the taxpayers had pur- 
chased German marks which became worth- 
less in 1923. The board allowed a deduc- 
tion for loss in the amount of the United 
States dollars expended for the acquisition 
of the marks. 


Convertibility of Foreign Exchange 


Income in foreign currency may be re- 
ceived as a fee or commission for some 
special work, as periodical income from 
dividends, interest, rents, royalties, wages, 
commissions, etc., as an amount realized 
from the sale of an asset or as business 
income from a trade or business conducted 
abroad. It has been held that income in 
foreign currency is taxable whenever it is 
convertible into United States dollars. The 
date when such income becomes taxable is 
the date of actual or constructive receipt by 
a taxpayer on the cash basis and the date of 
accrual by a taxpayer on the accrual basis. 
These dates also determine the rates of 
exchange to be applied.” 


It is apparent that this method of taxing 
income in foreign currency corresponds to 
the method of measuring assets received as 
income by their fair market value. There 
is, however, an important difference with 


*2CCH Dec. 6559, 21 BTA 757 (1930). 

7*CCH Dec. 6060, 19 BTA 997 (1930). 

25 CCH Dec. 2151, 5 BTA 870 (1926). 

** Frank W. Ross, CCH Dec. 11,740, 44 BTA 
1 (1941); O. D. 419 and O. D. 459, 2 CB 60; 
O. D. 1066, 5 CB 66; Mim. 5297. cited at foot- 
note 18; Mim. 6475, cited at footnote 1; O. D. 
809, 4 CB 234. 
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respect to income from trade or business. 
Income in kind within the United States, 
such as wages or dividends in kind or assets 
received in a taxable exchange, is an ex- 
ceptional type of income; the rule is income 
in money. But where a business is con- 
ducted abroad, all income and expense are 
expressed in the currency of the foreign 
country. The question is: How is busi- 
ness-income in foreign currency to be 
translated into United States dollars for tax 
purposes? 


In the case of business conducted through 
a foreign branch, two answers have been 
given. In O. D. 550” it was held that the 
net profit of the London branch of a do- 
mestic corporation should be computed in 
English currency. From this net profit 
should be subtracted the amounts remitted 
to the home office, expressed in English 
currency and converted into United States 
dollars at the rate of exchange in effect on 
the day of remittance. The balance of the 
net profit, expressed in English currency, 
should be converted into United States dol- 
lars at the rate of exchange at the end of 
the taxable year. The sum of the dollar 
amounts arrived at in this manner would 
represent the taxable income of the do- 
mestic corporation derived from the London 
branch. 


Thus, for example, if the United States 
corporation had invested $400,000 in Lon- 
don, the equivalent of £100,000 at a time 
when £1 had a value of $4, the London 
branch had made a profit of £10,000 during 
the year and the pound had declined to 
$2.80 for £1 during such year, the United 
States corporation would have a taxable 
profit of $28,000 regardless of the fact that 
the net assets of £110,000 held by the 
London branch at the end of the taxable 
year could not any more be converted into 
$440,000, not even into the invested $400,000, 
but only into $308,000. 


Later rulings and a district court decision 
have arrived at a different solution. In the 
case of Frederick Vietor & Achelis v. Salt’s 
Textile Manufacturing Company the French 
branch of an American corporation showed, 
for 1919, a profit in French francs which 
the Commissioner converted into United 
States dollars at the rate of exchange on 
December 31, 1919. The taxpayer: con- 


72 CB 61. 

3 Cited at footnote 16. 

29 Cited at footnote 6. 

A. R. R. 15, 2 CB 60; O. D. 489, 2 CB 60; 


G. C. M. 4954, VII-2, CB 293; Mim. 5297, cited 
at footnote 18. 
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tended that it had not realized a profit on 
the French branch, as the value of the franc 
had declined. The court computed the net 
worth of the French branch. on December 
31, 1919, in United States dollars by con- 
verting the cost of the fixed assets at the 
rate of exchange of the date on which they 
were acquired and the net current assets at 
the rate of exchange of December 31, 1919. 
In this manner it arrived at a net worth of 
$863,637.01. As the books of the taxpayer 
on December 31, 1919, showed a balance of 
$1,132,593.58 invested in the French busi- 
ness, a deductible loss in the amount of the 
difference between the amount of the 
$1,132,593.58 and $863,637.01 was allowed. 
The taxpayer had also attempted to deduct 
a loss for an amount of 750,000 francs which 
had been set aside in September, 1919, for 
the purpose of organizing a corporation and 
which had also declined in value when 
measured in United States dollars. The 
court considered the 750,000 francs an in- 
vestment on which a loss could not be 
taken, in accordance with the decision in 
the Haviland case,” until the francs were con- 
verted into dollars by an actual exchange. A 
number of rulings preceding and following 
the decision stated that the procedure of 
converting net assets at the rate of exchange 
in force on the last day of a taxable period 
could be applied only to foreign branches, 
but neither to isolated transactions in for- 
eign currency nor to stock of subsidiary 
foreign corporations.” 


The method used in the decision in 
Frederick Vietor & Achelis v. Salt’s Textile 
Manufacturing Company for computing the 
income or loss of a foreign branch agrees 
with the principles of the accounting theory.” 
The method is not altogether satisfying. In 
the first instance, the dollar value assigned 
to the fixed assets is too high in the case 
of a declining currency. Actually all for- 
eign currencies, with few exceptions, are 
subject to restrictions with regard to their 
convertibility. Such restrictions apply primariiy 
to money realized from the liquidation of 
capital assets. The United Nations Monetary 
and Financial Conference of Bretton Woods 
has ruled (Article VIII, Section 2, and Article 
VI) that no member should impose restric- 
tions on the making of payments and transfers 
for current international transactions but 


31 Accounting Research Bulletin No. 4 
(American Institute of Accountants, 1939); Ac- 
counting Problems Arising from Devalution of 
Foreign Currencies (Research Department, 
American Institute of Accountants, 1949). 
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that the members might exercise such con- 
trols as are necessary to regulate interna- 
tional capital movements. The Treasury 
Department has cited the British currency 
regulations, which follow the same idea.” 
Actually, in the case of a declining foreign 
currency, the conversion rates expressed in 
dollars which are applied to the fixed assets 
of the branch should be lower, not higher, 
than the rates which are applied to the net 
current assets. Furthermore, inventories 
are normally valued at cost or market, 
whichever is lower. The conversion of the 
cost of goods purchased with foreign cur- 
rency before its devaluation at the rate 
established after the devaluation leads to a 
distorted dollar figure. The Salt’s Texttle 
Manufacturing Company decision contradicts 
in this respect two other decisions ™ which 
stated that the dollar cost of goods pur- 
chased with foreign currency is to be ar- 
rived at by converting the foreign currency 
at the rate of exchange of the date of 
purchase.” 


G. C. M. 4954*" emphasizes that the 
principle enunciated in the Salt’s Textile 
Manufacturing Company case is applicable 
only to foreign branches, not to foreign sub- 
sidiaries. In the case of foreign subsidiaries, 
profit or loss is computed in terms of the 
foreign currency, and the American tax- 
payer has nothing else to report but the 
dividends received, converted at the rate of 
the date of receipt. The amount invested, 
which changes, in the case of a nonincor- 
porated branch, by the gain or loss reported 
in each year, remains unchanged in the case 
of a foreign subsidiary. Only at the final 
liquidation of the subsidiary is a gain or loss 
on the investment to be reported. 


It has been ruled that the credit for in- 
come taxes paid to a foreign country is not 
to be allowed when the foreign branch has 
a gain in terms of the foreign currency but 
the American owner of the branch reports 
a loss in United States dollars.” 

In this connection the question may arise 
whether a dividend paid by a foreign cor- 
poration is a taxable dividend where the 
corporation shows income in the currency 
of its country but a loss would result if the 
net assets at the beginning of the taxable 
period were converted into United States 
dollars at the rate in force at that time and 





82 Mim. 5297, cited at footnote 18. 

33 Bernuth-Lembcke Company, cited at foot- 
note 11; Joyce-Koebel Company, cited at foot- 
note 5. 

%4See work of Research Department, Ameri- 
can Institute of Accountants, cited at footnote 
31. 
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compared with the net assets at the end, 
converted at the then existing rate. 


Constructive Conversion 
of Foreign Exchange 


The purchase of property with foreign 
currency or the lending of foreign currency 
has a double tax significance. It establishes 
the basis of the property purchased or the 
loan made, and it closes the transaction in 
foreign currency which starts with its ac- 
quisition. For both purposes the same dol- 
lar amount is applicable, namely the amount 
arrived at by converting the foreign cur- 
rency used for making the purchase or the 
loan into dollars at the rate of exchange on 
the day of the purchase or loan. The trans- 
action is treated as if the foreign currency 
had: been converted into dollars and as if 
the dollars had been used for the purchase 
or the loan. A number of decisions and 
rulings have dealt with this constructive 
conversion of foreign exchange. 


In the case of Bernuth-Lembcke Com- 
pany™ the taxpayer had purchased, at the 
beginning of 1920, £110,000 on credit at the 
rate of $3.861%4 per pound. At the end of 
1920, when the pound had declined to $3.50, 
he paid for the pounds and used the pounds 
for the purchase of creosote oil. The Board 
of Tax Appeals held that the cost of the 
creosote oil was the amount of English 
pounds converted at the rate on the day of 
purchase and that the taxpayer had suf- 
fered, on the foreign-exchange transaction, 
a deductible loss in the difference between 
£110,000 converted at $3.86%4 and those 
converted at $3.50. 


In the case of Joyce-Koebel Company ® the 
board reiterated its opinion that the dollar 
basis of goods purchased with foreign ex- 
change is the purchase price converted at 
the rate on the day of purchase and that 
the difference between this amount and the 
dollars expended for the acquisition of the 
foreign exchange constitutes gain or loss. 
It makes no difference whether the foreign 
exchange has been acquired before the 
purchase of the goods, as in the Bernuth- 
Lembcke Company case, or after their pur- 
chase, as in the Joyce-Koebel Company case, 
where the purchase was made on credit and 


3 Cited at footnote 30. 

% G. C. M. 4969, VII-2 CB 269. 
87 Cited at footnote 11. 

38 Cited at footnote 5. 
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the purchaser apparently did not possess any 
foreign exchange. ¢ 


O. D. 489 wants the cost of goods pur- 
chased with foreign currency set up at the 
rate of exchange prevailing at the time that 
payment for the goods is made. The con- 
tradiction between this ruling and the quoted 
decision may perhaps be explained by the 
fact that the ruling considers taxpayers on 
a cash basis, while the firms in the two court 
cases .were apparently on the accrual basis. 


The singular position of foreign exchange 
in the field of taxation is demonstrated by 
the manner in which loans in foreign cur- 
rency are treated. If a loan is made in dol- 
lars or in property, there is no need to 
assign a basis to such loan. When the 
dollar loan is repaid in full, no gain or loss 
arises however much the purchasing power 
of the dollar may have changed.“ When 
property loaned is returned in the identical 
quantity and quality, no gain or loss is 
recognized, regardless of a change in the 
fair market value which may have occurred 
in the time between loan and repayment. 
In the case of Indiana Harbor Belt Railroad 
Company“ the Director General of Rail- 
roads took over, in 1917, materials and sup- 
plies of the petitioner in a value of $526,955.56. 
These materials and supplies were returned 
to the petitioner in 1920 with a value of 
$650,900.17. The Commissioner deducted 
from the difference an amount for additions 
and betterments and considered the balance 
taxable income. The board held that the 
difference was due to an increase in market 
value and that such an increase does not 
constitute taxable income. 


However, a loan made in foreign cur- 
rency has a dollar basis which is compared 
with the dollar equivalent of the foreign cur- 
rency received in payment. In the case of 
Haviland v. Edwards® the court indicated 
that a devaluation of foreign currency 
loaned would be allowed as a deductible 
loss when the loss was repaid, and I. T. 
2404“ cites a number of examples of gains 
and losses realized by the increase or de- 
crease in the value of foreign currency 
loaned and repaid. In the case of The 
Foundation Company“ the taxpayer had de- 
termined the dollar basis of his claim in 


3° Cited at footnote 30. 

See Frederick Vietor & Achelis v. Salt’s 
Textile Manufacturing Company, cited at foot- 
note 16. 

"CCH Dec. 5119, 16 BTA 279 (1929). 

“ Cited at footnote 6. 

* Cited at footnote 9. 

** Cited at footnote 7. 

*P. Cannizzaro & Company, cited at foot- 
note 21; Haviland v. Edwards, cited at foot- 
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Peruvian and in Chilean currency against 
foreign debtors by reporting, on an accrual 
basis, the dollar equivalent of the amounts 
earned in foreign currency at the then ex- 
isting rate of exchange. He received pay- 
ment at a time when the rate had declined 
and was allowed a deduction for the loss. 


Date and Rate of Conversion 


An isolated transaction involving foreign 
exchange must be closed if a gain or loss 
arising from foreign-exchange fluctuations 
is to be recognized. There are two closing 
dates. One is the receipt of foreign ex- 
change for assets sold or money loaned. 
If such foreign exchange is readily con- 
vertible into United States dollars, the rate 
at the time of receipt determines the amount 
realized and the basis of the foreign ex- 
change owned. When the foreign exchange 
is disposed of through actual or construc- 
tive conversion, a second closing takes 
place, and a change of the conversion rate 
between the receipt and the disposition will 
result in a taxable gain or a deductible loss. 


‘Many taxpayers have attempted to give 
expression to a decline of foreign exchange 
owned or due to them by setting up the dol- 
lar value of the foreign exchange at the 
rate on the last day of their taxable year 
and deducting as a loss the difference be- 
tween this dollar value and the dollar value 
computed at the rate which was in force at 
the time when the foreign exchange or the 
claim for foreign exchange was acquired. 
The decisions and rulings have unanimously 
rejected this procedure and have stated that 
no gain or loss can be recognized before 
the foreign-exchange transaction has been 
closed.“ The expression frequently found 
in the rulings is that a taxpayer is not al- 
lowed to “inventory” foreign exchange or 
claims in foreign exchange. 


Three situations have been excepted from 
the general rule which requires a closing of 
the foreign-exchange transaction. Where a 
taxpayer conducts a branch abroad, he has 
been allowed to convert foreign currency 
owned or due to him and liabilities in for- 
eign currency at the rate of exchange pre- 
vailing on the last day of a taxable period. 


note 6; Louis Roessel € Company, Ltd., CCH 
Dec. 931, 2 BTA 1141 (1925); Theodore Tiede- 
mann & Sons, Inc., CCH Dec. 409, 1 BTA 1077 
(1925); Tsivoglou v. U. 8., 1 ustc § 383, 31 F. 
(2d) 706 (CCA-1, 1929); Hugo F. Urbauer, CCH 
Dec. 2653, 7 BTA 846 (1927); A. R. R. 15, cited 
at footnote 30; O. D. 940, 4 CB 64; O. D. 834, 
4 CS Gi: ©. D. HA, 4 CB iss: A..R. BR. SS 
II-2 CB 32; I. T. 2141, IV-1 CB 154; G. C. M. 
4954, cited at footnote 30. 
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But even in this case, no conversion was 
allowed for foreign currency set aside for 
purposes not connected with the business 
of the branch. Such currency was con- 
sidered an investment which would have to 
be closed out before a gain or loss could 
be recognized.“ Dealers in foreign ex- 
change are allowed to convert their assets 
and liabilities at the rate prevailing at the 
end of their taxable year.” A deduction can 
also be taken for foreign currency which 
has become worthless during the taxable 
year.“ 


The rate of conversion is established in 
the case of an actual conversion by the dol- 
lar amount expended or realized. When 
the rate for foreign exchange received 
which is readily convertible or for foreign 
exchange constructively converted is to be 
determined, no problems will arise in the 
few cases where a foreign currency is not 
subject to restrictions. The rates are pub- 
lished and show the dollar amount for which 
foreign exchange can be acquired and disposed. 


Foreign countries with currency restric- 
tions generally make distinctions as to the 
sources from which the currency has been 
received and as to the purposes for which 
the currency may be used by foreigners. 
Often they require the obtaining of special 
permission. The published quotations show 
“free” rates and “official” rates, but some 
of the “free” rates published by foreign 
governments also apply only to certain 
transactions and cannot be taken as a cen- 
version rate at which all foreign currency 
owned by an American taxpayer can be 
converted into dollars. For this reason the 
courts have resorted to the method of de- 
termining the conversion rates of a re- 
stricted foreign currency partly by using a 
“market rate’ or “free rate” of exchange 
established in the United States “ and partly 
by depending upon expert testimony.” 


Ordinary or Capital Gains 
and Losses 


The question of ordinary or capital gains 
or losses in connection with foreign ex- 


change has been raised in I. T. 3810™ and 
in The Fondation Company decision.” In 
I. T. 3810 the taxpayer had acquired Mexican 
pesos for the purpose of traveling in 
Mexico and had reconverted the remaining 
pesos into United States dollars. The rul- 
ing considered the pesos as a capital asset 
and the gain or loss resulting from the re- 
conversion as a capital gain or loss. 


In The Foundation Company decision the 
court made the distinction between foreign 
currency held as an investment and foreign 
exchange used in a trade or business. The 
court stated that in the latter case the for- 
eign exchange was to be considered as 
being held for sale to customers in the 
ordinary course of business and that, for 
this reason, it was not a capital asset. 


Foreign Exchange Transactions 
Not Subject to Conversion 


The borrowing of foreign currency by an 
American taxpayer and its repayment after 
a decline in the conversion rate have been 
handled by the courts in two ways. Either 
no conversion was applied to the receipt of 
the borrowed foreign currency and its re- 
payment, or the borrowing was considered 
as being a part of the transaction for which 
the money was borrowed. 


In the case of B. F. Goodrich Company™ 
the taxpayer had borrowed 11,000,000 French 
francs from a Paris bank and loaned them 
to its French subsidiary. At the time of 
the borrowing, November, 1933, the 11,000,000 
francs had a value of $651,132.73. Three 
years later, the taxpayer purchased 11,000,000 
francs for $514,162.50 and repaid the Paris 
bank. In the case of William H. Coverdale™ 
the taxpayer had borrowed Canadian dol- 
lars from a Canadian bank at a time when 
the Canadian dollar was equal to the United 
States dollar. The amounts borrowed were 
used for the purchase of securities on which 
the taxpayer incurred a loss. The tax- 
payer’s debt to the Canadian bank amounted 
to $290,037.32 in Canadian money in March, 
1940. At this time the Canadian dollar had 
declined in value compared with the United 





4 Frederick Vietor & Achelis v. Salt’s Textile 
Manufacturing Company, cited at footnote 16; 
A. R. R. 15 and G. C. M. 4954, cited at foot- 
note 39. 

* Haviland v. Edwards, cited at footnote 6; 
Theodore Tiedemann & Sons, Inc. and O. D. 
834, cited at footnote 45. 

4 Charles M. Howell, cited at footnote 23; 
John B. Lewis, cited at footnote 24; Louis 
Stern, cited at footnote 25; Samuel Bird, CCH 
Dec. 1479, 4 BTA 259 (1926); Murchison National 
Bank, CCH Dec. 233, 1 BTA 617 (1925); I. T. 
2155, IV-1 CB 155. 
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4% Edmond Weil, Inc., CCH Dec. 14,094(M), 
3 TCM 844 (1944); The Foundation Company, 
cited at footnote 7. 

80 Morris Marks Landau, CCH Dec. 15,195, 
7 TC 12 (1946); Eder v. Commissioner, 43-2 
ustc § 9519, 138 F. (2d) 27 (CCA-2). 

51 Cited at footnote 19. 

52 Cited at footnote 7. 

383 Cited at footnote 4. 

54 Cited at footnote 4. 
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States dollar. The taxpayer was thus able 
to purchase the $290,037.32 in Canadian 
money with $237,165 in United States money 
and to repay his debt. 


In both cases the Commissioner at- 
tempted to include the difference between 
the dollar value of the foreign exchange at 
the time of the borrowing and the dollar 
amounts expended for the purchase of the 
foreign exchange used for repayment in tax- 
able income. In both cases the court up- 
held the taxpayer on the ground that just as 
in the borrowing and returning of any other 
property, a change of the dollar value of 
foreign exchange borrowed in the time be- 
tween borrowing and repayment did not 
give rise to gain or loss. Both decisions 
refer to the decision in General Motors Cor- 
poration™ where borrowed shares had been 
returned in kind. The Coverdale decision 
specifically rejects the idea of a debt can- 
cellation,” since the creditor received the 
full face amount due. 


A different approach was used by the Su- 
preme Court in the decision of Bowers v. 
Kerbaugh-Empire Company.” Here, the tax- 
payer had borrowed over three million Ger- 
man marks in 1911, 1912 and 1913 which 
were repayable in marks or their equiva- 
lent in United States gold coin. The tax- 
payer advanced the sums borrowed to its 
wholly owned subsidiary for the perform- 
ance of construction contracts which re- 
sulted in large losses. The loans were repaid 
in 1921 with United States dollars at a time 
when the German mark had lost a great 
part of its value. The difference between 
the value of the marks at the time the loans 
were made and the amount repaid was 
$684,456.18, which the Commissioner con- 
sidered taxable income. The Court held for 
the taxpayer, because the construction con- 
tracts for which the money was borrowed 
resulted in losses which exceeded the 
$684,456.18. 

It is not easy to reconcile the decisions 
which refuse to recognize a gain from the 
repayment of borrowings in foreign cur- 
rency after its devaluation with the prin- 
ciples of conversion applied to loans, to 
purchases on credit in foreign currency or 
to the inventorying of foreign-currency 
items in the case of dealers and foreign 
branches. The explanation may be that 
borrowing money, in itself, is not a trans- 
action which could result in a profit but is a 
preparatory step to some other business deal- 


55 CCH Dec. 9587, 35 BTA 523. 

*U. 8. v. Kirby Lumber Company, 2 vustc 
814, 284 U. S. 1 (1931). 

* Cited at footnote 14. 
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ing. Money is loaned ordinarily for the purpose 
of earning interest. Purchases on credit are 
made as the start of a business transaction 
which will end by a sale, and in the cases 
where an inventorying of claims and liabilities 
in foreign exchange at the end of the year is 
allowed, such claims and liabilities are a 
part of the accrual system of accounting 
which is based not on a realization but on a 
valuation of assets and liabilities. But no 
gain can be obtained by the transaction of 
borrowing, as such. That seems to be the 
reason why the courts have either declined 
to apply any conversion to borrowings in 
foreign currency or have considered such 
borrowing only as a part of the transaction 
in which the borrowed currency is used. 
This reason is indicated in the latest case 
on foreign exchange, The Foundation Com- 
pany.” The Commissioner had pointed out 
that the taxpayer had. received the exact 
amount of Peruvian currency that was due 
to him and that he therefore was not en- 
titled to a loss deduction from the devalua- 
tion of this currency. The Commissioner 
relied principally on the B. F. Goodrich Com- 
pany decision.” The court stated that the 
debt to the taxpayer resulted from work 
performed “in the ordinary course of its 
business” and that “this transaction, unlike 
a mere borrowing and returning of prop- 
erty, obviously gave rise to tax consequences.” 

No cases have been reported in which a 
borrowed currency has become worthless 
and a repayment did not take place at all. 


U. S. Dollar Transactions 
of Nonresidents and Foreigners 


Citizens of the United States residing 
abroad are, with certain exceptions, subject 
to federal income tax. Aliens residing 
abroad and foreign corporations, with re- 
spect to income earned from United States 
sources, are also subject to tax. For such 
taxpayers, the currency of the country in 
which they reside and do business is eco- 
nomically their domestic currency and the 
United States dollars with which they deal 
or in which they have to pay taxes are a 
foreign exchange. 

In the case of James A. Wheatley,” the 
taxpayer, an American citizen, resided in 
Argentina for many years as the general 
manager of an American firm. In 1920 and 
1921 the firm drew drafts in United States 
dollars on its Argentine bank with which it 

58 Cited at footnote 7. 


59 Cited at footnote 4. 
° CCH Dec. 3040, 8 BTA 1246 (1927). 


had a deposit in Argentine pesos. Mr. 
Wheatley expected that the pesos, which 
had declined in value, would rise again and 
entered into a transaction with the bank. 
The amount of pesos necessary to acquire 
the dollars at that time was transferred to 
him, and he assumed the debt, payable in 
dollars. The pesos continued to fall and, 
in closing the transaction, Mr. Wheatley 
suffered a loss in pesos, having to expend 
more pesos for the repayment of the dollar 
debt than had originally been transferred 
to him. The board allowed the taxpayer to 
deduct the loss in pesos after converting it 
into United States dollars. 


The board also allowed the taxpayer a 
loss resulting from the payment of taxes in 
United States dollars, based upon the fol- 
lowing facts: During the years of his resi- 
dence in Argentina up to 1920, Wheatley 
had accumulated more than half a million 
pesos. During that time the pesos had been 
stable. In 1921, when he paid the United 
States taxes, a decline in value of the pesos 
had taken place, and the taxpayer claimed 
a loss in the difference between the pesos 
necessary to acquire the United States dol- 
lars for the payment of the taxes and the 
lesser amount of pesos which would have 
been necessary to purchase the dollars dur- 
ing the period of stability in which he had 
accumulated his capital. The board argued 
that the case was to be decided in the same 
manner as if the taxpayer had lived in the 
United States during all the years, had 
purchased Argentine pesos at the normal 
rate of exchange which was in force up to 
1920 and had then reconverted his pesos in 
1921 for the purpose of paying taxes. 


’ The reasoning that Mr. Wheatley should 
be considered as having lived in the United 
States seems to be somewhat farfetched. 
A simpler explanation for the decision 
would be that the taxpayer apparently had 
reported his income in pesos as readily con- 
vertible into United States dollars at the 
rate of exchange prevailing at the time of 
the earning and that the pesos had thus re- 
ceived a dollar basis which had to be used 
whenever the pesos were actually converted 
into dollars. 


United States dollars earned from sources 
within the United States by a nonresident alien 
or by a foreign corporation are taxable 
without regard to the fluctuations of the 
taxpayer’s domestic currency. The question 
is whether gains or losses which arise from 
the conversion and reconversion of foreign 


* Cited at footnote 45. 


money brought in to the United States and 
later returned are to be recognized. Two 
decisions have dealt with this question and 
two different conclusions were reached. In 
the case of Louis Roessel & Company, Lid.” 
the taxpayer was a Canadian corporation 
which advanced large amounts to a New 
York partnership and earned interest in 
United States dollars on these advances. 
When it transmitted funds to New York, it 
paid “exchange,” that is, the excess of 
Canadian dollars necessary to obtain and to 
remit the face amount in United States dol- 
lars. When it received the United States 
dollars back, it realized a premium in the 
amount of the excess of Canadian dollars 
over the face amount of United States dol- 
lars refunded. The exchanges paid during 
the taxable year were greater than the pre- 
miums received, and the taxpayer took this 
difference as a deduction. The board fol- 
lowed the taxpayer but disallowed a deduc- 
tion for exchanges paid on those advances 
which had not been repaid during the tax- 
able year. The question whether the gains 
or losses from the conversion and recon- 
version of Canadian and United States dol- 
lars constituted income from sources within 
the United States or deductions applicable 
to such income was not raised. In the case 
of North American Mortgage Company® the 
taxpayer, a Dutch corporation, had loaned 
United States dollars on American farm 
land. The United States dollars had been 
transferred to the United States in 1915 
when a Dutch guilder was worth 40.2 cents. 
The dollars loaned were repaid to the tax- 
payer in 1920, at which time the value of the 
Dutch guilder had declined to .31 cents. 
The taxpayer reconverted the dollars for 
transmissions to Holland and _ obtained 
more than ten times as many guilders as it 
had brought into the United States. The 
Commissioner included the difference, ex- 
pressed in dollars, in taxable income. The 
board held that dollars had been loaned and 
repaid, that the measure of income is the 
American dollar and that no gain on ex- 
change was to be recognized. Here, too, 
the question whether gains on exchange 
from the transfer and retransfer of foreign 
money by a foreigner constitute income 
from sources within the United States was 
not considered. 


The different results at which the board 
has arrived in the Louis Roessel & Company, 
Ltd. and the North American Mortgage Com- 
pany cases may be explanied by the different 
nature of increases and, especially, de- 


82 CCH Dec. 5676, 18 BTA 418 (1929). 
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creases in the value of foreign currencies. 
In the Louis Roessel & Company, Lid. case 
the board considered the premiums realized 
by the Canadian corporation as gains off- 
setting the losses from exchanges paid. 
These premiums and exchanges reflected 
real foreign-exchange fluctuations which 
the businessmen involved could anticipate 
and take into account. But where the de- 
cline of a foreign currency amounts to 30, 
50 or 99 per cent, it is scarcely possible to 
speak of a fluctuation. Actually the foreign 
country has created a new currency, retain- 
ing the old label and allowing the payment 
of debts, incurred in the old currency, with 

























Visintainer v. Commissioner, 51-1 Uustc 
79202. (1) The taxpayer was not taxable 
on proceeds from the sale of sheep which 
he had conveyed to his children, although 
he deposited the proceeds in his individual 
bank account and retained control over 
them, and (2) the taxpayer, who changed 































1 his accounting period, was not entitled to 
e the exemption under. Code Section 47(c) (2) 
e from the annualization requirements with 
e respect to income for the short taxable 
d period, since he failed to file the necessary 
n application. 
n 
5 
:. The Commissioner 
co 
- The new Commissioner of Internal Rev- 
S. enue, John B. Dunlap, took his oath of office 
or on August 1. Excerpts from his remarks on 
d that occasion follow: 
it “During the past ten years an almost un- 
he believable metamorphosis has taken place in 
x the Internal Revenue Service. In the fiscal 
he year 1940 the Service received only about 
nd 19 million returns. During the fiscal year 
he 1951 we processed 90 million returns, plus 
X- 120 million related documents. In 1940 In- 
0, ternal Revenue collections amounted to $5.3 
ge billion, while in 1951 our collections totaled 
gn over $51 billion. Taxpayers’ accounts on 
me our books increased from 12.5 million in 
yas 1940 to over 60 million in 1951. In 1940 
there was no tax refund problem. In 1951, 
ard the Bureau made 30 million individual re- 
a. funds. This tremendous growth in the work- 
ie load of the Bureau of Internal Revenue 
ina called for a miracle of cooperation and 


Management. 







“Solving the many problems, involving 
everything from space to decentralization of 





Gains and Losses on Foreign Exchange 


WASHINGTON TAX TALK—Continued from page 712 





the same face amount of the new currency. 
For the American taxpayer who owns for- 
eign exchange, such an abnormal decline 
has the characteristics of an involuntary 
conversion. 


The monetary history of the last three 
decades has shown a continuous series of 
abnormal declines of foreign currencies. In 
general, our courts have allowed losses but 
have refused to recognize gains resulting 
from such devaluations. In this manner, 
they have partly followed the principles set 
up by our law for involuntary conversions. 


[The End] 


various functions to the field, which arose 
during that period called for great manage- 
ment ingenuity at all levels of the Service. 
They could only be solved through the in- 
troduction of modern scientific sampling 
techniques, the utilization of new mechanical 
devices, establishment of a central manage- 
ment staff, development of new tax return 
forms, introduction of a comprehensive cost 
reporting system; and numerous other 
improvements.” 


N ONACQUIESCENCE.—The Commis- 


sioner has announced nonacquiescence 
in the following decisions: 


Moore, CCH Dec. 17,998, 15 TC —, No. 
116—The taxpayer inherited from her 
mother an interest in an income-producing 
building constructed by a lessee during the 
mother’s lifetime. The term of the lease 
extended beyond the useful life of the build- 
ing. The Tax Court held that the taxpayer 
was entitled to depreciation on the inherited 
property, and, following J. Charles Pearson, 
Jr., CCH Dec. 17,295, 13 TC 851, held that 
the basis for such depreciation was the fair 
market value of the building at the date of i 
the mother’s death. The Tax Court on the 
basis of expert testimony found the fair 
market value to be $800,000. 


Reliance, CCH Dec. 17,923, 15 TC —, 
No. 81.—The principal part of the tax- 
payer’s income during the taxable years 
was from dividends of its subsidiary. On 
the advice of a competent certified public 
accountant, the taxpayer did not file per- 
sonal holding company returns. The failure 
to file the returns in question, the Tax Court 
held, was not due to wilful neglect but to 
reasonable cause, and the taxpayer was not 
liable for penalties. 
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NEW CORPORATIONS 


and the Excess Profits Tax 


IMMEDIATE LEGISLATIVE ACTION IS NEEDED TO ELIMINATE UN- 
JUSTIFIED DISCRIMINATION AGAINST NEW CORPORATIONS, 
SAYS THE AUTHOR. A MEMBER OF THE MICHIGAN BAR, HE IS 
ON THE TAX STAFF OF SEIDMAN & SEIDMAN, NEW YORK CITY 


N excess profits tax on newly incorporated 
£% business necessarily involves the difficul- 
ties found in lifting one’s self by one’s own 
bootstraps. Excess profits taxes purport to 
tax the profit which is in excess of normal 
profits, that is, the profit resulting from a 
booming war economy. Generally, the most 
reasonable standard of normal profit is the 
past profit record of a corporation. But 
a new corporation has no such record of 
profits, or at best, has a meager and atypical 
one. 


Thus, the difficulty in taxing “excess profits” 
of new corporations arises out of the fact 
that the determination of a standard of normal 
earnings, a rather rough concept even in the 
case of veteran companies, must depend on 
pure conjecture. Normal profits must be 
conjured, so that profits in excess of normal 
may be measured. 


Nevertheless, it is clear that the added 
revenue burden of armaments requires that 
new corporations also bear their share of 
increased taxes. As it is generally recognized 
that the new enterprise is socially desirable 
in our economy, special care and considera- 
tion should be given to the difficult problem 
of taxing its excess profits in a fair and 
not unduly burdensome manner.’ 


It is the purpose, herein, to review the 
method of taxing new corporations under 


1Such consideration is especially needed in 
view of the fact that the new and the unborn 
corporations are rarely represented in the hear- 
ings before congressional committees on tax 
legislation. 

2 For purposes of simplicity the base period 
will be considered to be the period January 1, 
1946, to December 31, 1949, even though com- 
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the present excess profits tax act, to pro- 
pose certain much needed changes in that 
Statute and to give a few tax suggestions 
for new corporations operating under the 
present law. 


Before proceeding to the methods of com- 
puting “normal profits” for new corporations 
provided under the present law, it is neces- 
sary to define in more definite terms what 
is meant by a new corporation. New cor- 
porations are, in general, those corporations 
which commenced business at some time 
after December 31, 1945, and were not the 
continuation of or split ‘off from a going 
business which began before such date.” 


The statute provides extensive definitions 
of the type of transactions which result in 
a newly formed corporation being held as 
a continuation of an old business, or mare 
technically, an acquiring corporation.* Basic- 
ally, they may be summarized in the state- 
ment that if the corporation received its 
assets in a tax-free exchange with an old 
corporation it is not a new corporation. It 
should be noted also that the tax-free incor- 
poration of a going business which was not 
a corporation, such as a partnership or sole 
proprietorship, generally will not result in 
a new corporation.* This leaves, for the 
most part, the usual situation of an invest- 
panies with fiscal years ending in the first three 
months of 1950 use the previous 48 months as 
their base period. Code Sec. 435 (b). For the 
definition of ‘‘commencing business’ see Reg. 
Sec. 40.445-1 (a) (2). 


3 Code Sec. 461-465 (Part IT). 
* Code Sec. 461 (a) (1) (D) and (E). 
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ment by individuals in a new enterprise as 
the type of transaction which creates a new 
corporation.° 


Methods of Estimating ‘Normal 
Earnings’’ Under Present Act 


New corporations may compute their ex- 
cess profits credit, which is their standard 
of normal.earnings, in four different ways 
under the present, law. Any one of the four 
is available to the company at its option. 


ACTUAL EARNINGS METHOD 


The new company may compute its aver- 
age base period net income, as any other cor- 
poration, by use of the average of the best 
three years in the base period.® 


In addition to such average base period 
net income, the final excess profits credit 
contains two more adjustments. First, capi- 
tal added during 1948 and 1949 increases 
the credit in roughly the amount of 6 per 
cent of the 1948 increase and 12 per cent 
of the 1949 addition.” Second, as in the 
computation of all excess profits credits, 
no matter what method of determining aver- 
age base period net income is used, a 12 
per cent adjustment upward or downward 
is made for capital added or subtracted dur- 
ing the taxable year.®. It should be noted 
that only 75 per cent of capital obtained by 
borrowing is used in these computations. 


There are several difficulties for the new 
company in the use of this method. First, 
some companies which were recently incor- 
porated had no existence during the base 
period. They, of course, are automatically 
eliminated from the use of this provision. 


Second, the new company which began 
during the base period must record its 
profits as zero for any month during which 
it had not commenced business during the 
base period.” For instance, a company which 
commenced business on January 1, 1948, and 
had an excess profits tax income of $30,000 
in 1948 and $60,000 in 1949, would have an 
average base period net income of $30,000. 
This figure is arrived at in the following 
manner: 


EPT net 
income 





Eliminating lowest year we 
have 3 years income of .... $90,000 





Average for’ l year... 65.06. $30,000 





It can easily be seen that the use of zero 
earning for periods during which the corpo- 
ration was not in business quickly reduces 
the average base period net income to such 
an extent that few new corporations will 
receive fair treatment under this section. 


Third, even though the new corporation 
may have been in existence during three 
years of the base period, an average of those 
three years rarely gives any indication of 
normal profits. The first years of virtually 
all businesses will show low earnings. The 
average of the early years thus generally 
produces an unsatisfactory result. 


INVESTED CAPITAL METHOD 


The new corporation may use the invested 
capital method of computing its excess 
profits credit.” While there are two methods | 
of arriving at invested capital, the asset 
method and historical method, either of 
which any corporation may use, only the 
asset method will be reviewed as it is the 


one most likely to be used by the new 
company.” 





5 A corporation which qualifies as a new cor- 


poration will lose this status if it becomes an 
acquiring corporation in a transaction with an 
old corporation described in Code Sec. 461. 

® Code Sec. 435. 

7 Code Sec. 435 (f). 


New Corporations and the Excess Profits Tax 


8 Code Sec. 435 (g). 

® Code Sec. 435 (d) (1). 

10 Code Secs. 436 and 458. 

11 Code Sec. 437. Except that foreign corpo- 
rations may not use the historical invested 
capital method. Code Sec. 436 (b). 
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Under this method its credit will be based 
on 12 per cent of its net assets or equity 
capital, as of the beginning of the taxable 
year.” Net assets are the total value of its 
assets at the tax basis for gain minus its 
total liabilities.* In addition it receives 
credit for 12 per cent of three quarters of its 
average borrowed capital for the year. Ad- 
justment is made for changes in equity capi- 
tal during the current year through the 
capital addition and reduction.” 


For some companies this method may pro- 
vide a fair result but for most it will not 
do so. If the amount invested is large, and 
the earnings of the type of business involved 
depend primarily on capital, the result may 
give a reasonable estimate of “normal earn- 
ings.” But if capital is not the primary 
income-producing factor, and instead the 
company depends for its earnings on per- 
sonal efforts, such as selling, or on original 
ideas or inventions, this method provides 
an unsatisfactory answer. A credit based 
on capital does not reflect these factors. It 
would seem that in most new enterprises it is 
the efforts of individuals with a new idea, 
rather than large capital investments, which 
produce the results. This is especially true 
when it is remembered that only the new 
corporation which is not the continuation of 
a going business is being considered. 


SPECIAL RELIEF METHOD—SECTION 445 


Congress was well aware of the difficulties 
of taxing new corporations under the usual 
methods in enacting the present excess profits 
tax law. In fact, new enterprises have al- 
ways had at least verbal encouragement as 
the backbone of a free enterprise economy. 


The new law consequently provides “re- 
lief” for new corporations and requires only 
that they qualify as a new corporation, as 
previously defined, to partake of such relief. 
Unlike the World War II excess profits tax 
law, the present statute makes no distinction 
between corporations which began during 
the base period and those which have been 
created since then.” For all new corpora- 


122 Twelve per cent is used on the assumption 
that the new corporation will not have capital 
in excess of $5,000,000. 

13 Code Sec. 437 (d) and (e). 

14 Code Sec. 437 (c). 

15 Code Secs. 713 (d) (2) and 722. 

16 The industry classification of the new cor- 
poration is determined with reference to the 
industry from which it receives the largest 
amount of its gross receipts. Code Sec. 445 (d) 
and (h). 

17 Code Sec. 447. 

1s Ways and Means Committee (8lst Cong., 
2d Sess., H. Rept. 3142), p. 22. 

19 Code Secs. 442, 443, 444 and 446. 


730 


September, 1951 


tions it provides a special hypothetical aver- 
age base period net income based on industry 
rate of return on the total assets of the new 
corporation.” The industry rate of return is 
computed by the Treasury Department on 
the basis of the percentage of income (before 
interest deductions) to total assets as shown 
on the tax returns during the base period of 
all the companies in a certain industry.” 
The theory of this industry rate is that it 
will show the average rate of earning for a 
particular industry, and thus, if this rate is 
used in determining the new corporation’s 
credit, a proper “floor” is placed, below 
which the new company’s credit cannot 
fall.* This industry rate of return is the 
type of relief that is used in the other relief 
provisions in the statute.” 

Separate computations under the relief 
section are made for a corporation which 
has been in business for three years and for 
a corporation which has been in existence 
for less than that period.” 


The excess profits credit of a corporation 
which has been in business for more than 
three years ™ is computed by multiplying its 
total assets on the last day of its third taxable 
year by the rate of return for the corpora- 
tion’s industry in the base period.” It should 
be noted that total assets, rather than net 
assets, Or equity capital, is the amount to 
be used as the base.” From this total there 
is deducted the total interest paid by the 
corporation during the year.“ Eighty-five 
per cent of this amount is allowed as average 
base period net income. 

The net capital addition and reduction for 
the year is then used to adjust this total. 
This type of adjustment is made on all excess 
profits returns and compensates for changes in 
capital during the year at a 12 per cent rate. 

The base period credit of corporations 
which have been in business for less than the 
three years™ is based on a computation 
similar to the previous one, except that the 
corporation is given three years from the 
date it commenced business to achieve its 
fixed average base period net income. 


* The period is measured by taxable years 
of the corporation rather than calendar years. 
Code Sec. 445 (b) (1). 

21 Code Sec. 445 (b) (2). 

2 Total assets on the last day of the last 
taxable year prior to July 1, 1950, used if the 
fourth or subsequent taxable years end prior 


to that date. Code Sec. 445 (b) (2) (A). 

73 However, such amount is reduced by de- 
ducting inadmissible assets and loans receivable 
from members of a controlled group. These 
are seldom of any consequence in a new cor- 
poration. Code Sec. 442 (f). 

24 Code Sec. 445 (b) (2) (A). 

25 Code Sec. 445 (b) (1). 
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This result is accomplished by recom- 
puting hypothetical average base period net 
income each year until the corporation has 
been in business for 3 years. The computa- 
tion is made by multiplying the total assets 
of the corporation at the end of each of the 
first three years of corporate life by the 
industry’s base period rate of return. For 
this particular computation total assets for 
any of these years are defined as the assets 
at the close of the taxable year prior to the 
first excess profits tax year, plus the net 
capital addition.” As the capital addition 
is part of the total assets, the ordinary capi- 
tal adjustment allowed to an old company is 





Total assets at beginning of first excess profits year.. $200,000 
Industry rate. of return ........,. 5: 1 
Wet capital addition «|... <c.<..)s,..6.0% 


not permitted to the new corporation during 
its first three years.” 


This treatment results in the net capital 
addition being added to the base period credit 
at the industry rate of return rather than at the 
usual 12 per cent. In addition, the capital addi- 
tion is reduced to 85 per cent because the 
aforementioned definition results in its being 
considered part of the basis of computing 
average base period net income. The ordinary 
net capital addition is not subject to this 
reduction.” An example of the effect of the 
two computations under discussion should 
clarify their difference: 


Company Company 
more than less than 
3 years old 3 years old 

ae 


5% 1 
PET en ree $100,000 $100,000 


COMPUTATION OF CREDIT 


Hypothetical average base period net income ... 


Sm ... 






GE iseiies sect cans eqns oe 


The relationship of the credit computed 
by the use of these two different computa- 
tions varies with the industry rate of return. 
The higher the industry rate of return, the 
more advantageous the newer company’s 
computation will be. At the end of the third 
year the average base period net income is 
fixed by the computation given previously 
for three-year-old companies, with the total 
assets at the end of such third year used as 
the basis for the credit.” 


$25,000 MINIMUM CREDIT 


As is the case with all corporations, the 
new company’s base period credit can not 
be less than $25,000." This provision is of 
substantial benefit to the very small new 
enterprise. 


Limitations of Relief 
Given to New Corporations 


The discussion to this point highlights the 
difficult tax situations in which a new corpo- 
ration is put by the present law. It must 
compute a credit based essentially on average 
earnings rates for the industry, or on a flat 


Capital addition 12% of $100,000 .... 


.. $ 30,000" $ 45,000" 
aE aR $ 25,500 $ 38,250 
eee ee, $ 12,000 none 


$ 38,250 





12 per cent return on capital, or it must 
compute its credit on actual earnings but 
using zero for earnings of months during 
the base period when it was not in business. 
Relief was intended under Section 445 but 
in fact there is little real aid to many new 
companies. In most cases the new corpora- 
tion must earn at an above-average rate to 
break into its field. Further, as a general 
rule, the total amount of assets of the new 
business, as such, are not closely related to 
its earnings. A rate of return based on 
broadly classified industry averages seldom 
gives the new corporation a fair basis for 
establishing a standard of normal earnings. 
The inequity of these provisions is high- 
lighted by examination of the average base 
period net earnings allowed to old corpora- 
tions which exhibit growth.™ The new law 
provides a special computation for deter- 
mining average base period earnings for 
companies which qualify as “growth com- 
panies,” but the section specifically eliminates 
new corporations from this classification.™ 
While growth is usually considered a 
characteristic of new companies, the reason 
for their exclusion is evident from the method 





26 Code Sec. 445 (c). 

7 Code Sec. 445 (e). 

8 Code Sec. 435 (a) (1) (C). 

2 Fifteen per cent X $200,000 
%® Fifteen per cent X $300,000 
31 Code Sec. 445 (b) (2) (A) (ii). 


$30,000. 
$45,000. 


I 


New Corporations and the Excess Profits Tax 


% Code Sec. 431. However, the increases in 
excess profits tax net income required by Code 
Sec. 433 (a) (1) (N) or (O) where interest is 
Paid, will have the effect of reducing the credit 
to less than $25,000 in many cases. 

33 Code Sec. 435 (e). 

34 Code Sec. 435 (e) (1). 





used to determine a “growth company.” The 
test for growth is based on achieving a re- 
quired percentage increase in payrolls or 
sales in the last half of the base period as 
compared with the first half of this period.® 
As new corporations, by definition, have not 
been in existence during the entire base 
period, the qualifying tests are inapplicable 
to them. 

An old company which can qualify for 
growth may, in general, use as its average 
base period net income any of the following: 


Excess profits income 


(1) Its 1949 earnings. (2) The average 
of its 1948 and 1949 earnings. (3) The 
average of 50 per cent of its 1949 earnings 
and 40 per cent of its 1950 earnings.” 


The theory of this provision is that the 
later years reflect the normal earnings of 
the growth company.” This same reasoning 
applies with even greater force to new cor- 
porations. 


The difference which these provisions may 
make can be illustrated by an example: 


Company 
which 
commenced Company 
business in which 
1945 and commenced 
qualifies business 
for growth in 1946 


$ 30,000 
50,000 
100,000 
150,000 


Average excess profits base period income 


Growth 50% of $100,000 
40% of $150,000 


Average base period net income .... 


This difference in base period income re- 
sults in an additional tax of approximately 
$10,000 for the unfortunate new company 
for each year that the excess profits tax con- 
tinues in operation at the present rate.® 


It may be that in the example relief might 
be had under Section 445. This would de- 
pend, as previously pointed out, upon the 
industry rate of return and the amount of 
assets used in the business. However, the 
average of all the industry rates of return is 
11.2 per cent and based on that rate of 
return, the new corporation would require 
total assets of approximately $1,000,000 by 
the end of its third year before it could 


35 Code Sec. 435 (e) (1) (A) (ii). Other special 
methods of qualifying for growth through the 
introduction of new products are found in Sec. 
435(e)(1)(B)—the so-called ‘‘television formula.”’ 

38 Code Sec. 435 (e) (2). 

37 See footnote 18, p. 23. 

3% The difference in average base period net 
income does not reflect the provision which 
allows the new corporation a base period capital 
addition in computing its excess profits credit 
while the growth companies cannot use such 
addition if their average base period net income 
is computed under Sec. 435 (e). Code Sec. 435 
(a) (1) (B). In this example if the corporation’s 
base period capital addition were $35,000 of 
after-tax earnings for 1948 and $60,000 of after- 
tax earnings for 1949, its base period capital 
addition would be $9,300. At the present tax 
rate of 30 per cent the difference in tax would 
be $9,960 computed as follows: 


Actual total of 3 
years in period $180,000 


$ 60,000 


obtain, through relief on excess profits, 


credit equal to that given to the older cor- 
poration by reason of the growth formula. 
Of course, startlingly different results may 
always be shown where cut-off dates or per- 
centages are used in a statute as a rough 
approximation of justice.” -However, a new 
corporation is cut off from the one provision 
which new corporations especially need—an 
alternative which will properly reflect their 
own actual growth during the base period. 


Proposed Changes in Treatment 


The problem in attempting to frame ade- 
quate relief provisions for new corporations 
Growth New 


Average base period net in- 
$60,000 


85% allowed ... o ; $51,000. 


Base period capital addition. . 9,300 
$60,300 


% The ‘‘growth company’s’’ credit in the last 
example would be cut from $93,500 to the new 
company’s $60,300 if it should fail to qualify 
for growth through lacking $1 of sales or pay- 
roll increase required. 
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is to avoid making them as uncertain and 
complicated as they were under the World 
War II Excess Profits Tax Act. The follow- 
ing suggested changes in the present law to 
afford relief to new corporations are put 
forward in accordance with this objective 
and in the light of criticism previously made: 


(1) Corporations which commenced busi- 
ness during the base period should be allowed 
to use income based on the industry rate of 
return, for months during the base period 
when they were not in business, in com- 
puting average base period income. For 
this purpose the assets to which the industry 
rate of return would be applied should be 
the total assets at the end of the first year 
in which the corporation commenced busi- 
ness. This provision would replace the 
present requirement that such months be 
considered to have zero earnings. 


(2) New corporations should be allowed 
to use the applicable growth formula methods 
of computing average base period net in- 
come merely because they are new corpora- 
tions. In other words, there should be a 
presumption of growth where new com- 
panies are concerned. This is a reasonable 
provision in view of the fact that the growth 
formula computations are based on the as- 
sumption that the later base period years 
(and 1950) provide a better estimate of 
normal earnings. As already pointed out, 
this assumption is particularly true in the 
case of new companies. 


(3) Corporations which commenced busi- 
ness after the base period should be allowed 
to use an industry average based on the best 
three out of four base period years rather 
than the current method of using the aver- 
age of all four years in the base period. 
This will more closely approximate the posi- 
tion of the corporation if it had actually 
been in existence during the base period. 


In addition, if such a new corporation can 
show that total assets are not the com- 
pany’s important income-producing factor, 
it should be allowed to claim a rate of return 
higher (within fixed limits) than the gen- 
eral industry rate. While this provision, 
which is somewhat similar to the World War 
II excess profits tax treatment of such new 
companies, has the disadvantage of adding 


© Code Sec. 722 (c). 

“ Code Sec. 445 (c) provides: 

‘*(e) Total Assets for First Three Years.—The 
amount of the total assets for any taxable year 
referred to in subsection (b) (1) shall, for the 
purposes of such subsection, be the sum of 

(1) the total assets (as defined in section 
442 (f)) for the last day of the taxpayer’s tax- 
able year immediately preceding its first taxable 
year under this subchapter, and 
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complexity to the administration of the 
statute, it is necessary in order to give the 
post-base-period new corporation a method 
of computing its credit which makes allow- 
ance for the intangibles which so often pro- 
duce its income.” 


Tax Planning Under Present Statute 


Though it may be hoped that new provi- 
sions in the excess profits tax law will help 
the new corporation to a more equitable 
excess profits tax position, for the time being 
new companies must function under the 
Statute as presently enacted. 


Certain special tax cautions are in order 
where such corporations are concerned un- 
der the present law. 


In the evaluation of the possibilities of a 
new business its excess profits tax position 
should be carefully considered. The industry 
rate of return of the chosen business should 
be ascertained together with an estimate of 
the cost of total assets to be used in the 
business. It may be found that a very in- 
adequate excess profits base will be obtained, 
and this may be a vital factor in determining 
whether to go ahead with the enterprise. 


Because of a peculiarity in the drafting of 
the law, it may be necessary that only a 
small amount of capital be paid in at the 
beginning of the first year and the remaining 
capital be paid in during the year. This con- 
clusion.is based on the fact that the new 
corporation receives credit during its first 
year based only on the “net capital addition” 
during the year. The credit is based on the 
“total assets,” which are defined as the 
assets at the end of the year prior to its first 
excess profits tax year plus the net capital 
addition.” Being in its first year, however, 
it had no total assets at the end of the 
previous year to which the industry rate 
could be applied. As net capital additions 
are restricted to amounts of money or prop- 
erty paid in “after the beginning of the tax- 
able year,” the corporation which received 
its assets at its organization would thus lose 
the benefit of such assets under the present 
wording of the statute.” While this is ap- 


(2) the net capital addition (determined under 
section 435 (g)) for such taxable year referred 
to in subsection (b) (1), 
minus the net capital reduction (determined 
under section 435 (g)) for such taxable year 
referred to in subsection (b) (1).’’ 

42 Code Sec. 435 (g) (3) (A). 





In 1950 the total federal, state and local 
government tax revenue amounted to a 
record $54,626,000,000. This was 2 per 
cent above the 1949 amount and was 
equal to $360 per person. About 70 
per cent of the total, or $248 per capita, 
was collected by the federal government. 
The states received $59 per person, local 
governments the remaining $53. 


parently a draftsman’s error, it is the form 
of the present statute.“ 


A corporation which is in its third year 
must carefully watch its transactions from 
a tax viewpoint as the position at the end of 
the year determined the average base period 
net income from that point on. For instance, 
a corporation’s permanent average base period 
net income is determined with regard to its 
total assets at the end of its third year. It 
would be important for the corporation to 
maintain its total assets at the highest pos- 
sible point, consistent with good business 
practice, during this period by deferring pay- 
ment of dividends, and delaying repayment 
of loans and other payables. 


The matter of additional equity financing 
during the third year should be given careful 
consideration. As has been pointed out, 
additions to capital are treated differently 
during the first three-year period than they 
are after that time. The new company will 
want to consider this factor in deciding 
whether to obtain additional capital during 
its third or fourth year. Other factors being 
equal, it may want to wait until its fourth 
year before proceeding with equity financing 
if its industry rate of return is less than 
14.01 per cent.“ At any rate lower than 
this the equity capital added to total assets 
at the third year will give a lower credit than 
if it were added as a capital addition in the 
fourth year. Thus, by waiting until this 
time, the excess profits credit will be in- 
creased more than it would be by freezing 
the addition under the computation required 
in the first three years. 


It should be noted, however, that if the 
additional financing is obtained by increas- 


4 The defect should be cured by providing 
that total assets be computed on the basis of 
the corporation’s assets at the beginning of its 
first excess profits year plus capital additions 
after that date. 

#*This percentage is arrived at by dividing 
12 per cent, the capital addition rate of return, 
by 85 per cent, the reduction for equity capital 
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ing borrowed capital, rather than equity 
capital, new considerations are involved. In 
such case addition during the third year 
means that total assets are increased by the 
entire amount borrowed. If the addition is 
during the fourth year only 75 per cent of 
the increase will add to the credit as only 
three fourths of borrowed capital is used 
in computing the net capital addition. In 
this situation the break-even industry rate 
is reduced to 10.5 per cent.“ That is, if the 
industry rate is lower than 10.5 per cent it 
will be more advantageous to do the borrow- 
ing in the fourth year than the third year, 
disregarding interest factors. 


In this connection it should be remem- 
bered that interest paid during the third 
taxable year of the corporation will reduce 
the permanent credit by 85 per cent of the 
amount paid. “ However, this will ordinarily 
be more than offset by the cash which is 
borrowed being added to the total assets of 
the company. The net gain is the difference 
between the actual interest rate on the capital 
borrowed and the industry rate of retirn. 
As the latter rate is generally higher, bor- 
rowing would ordinarily be beneficial where 
it is done for the needs of the business. 


Again, as inadmissible assets and loans to 
controlled companies are deducted from the 
total assets used in computing the credit, 
such assets should not be held at the end 
of the three-year period which establishes 
the permanent credit of the company.” 


Finally, if a new corporation does find 
that it has a favorable excess profits credit 
under Section 445, it must take care not to 
lose such relief by the acquisition of assets 
during its first three years in a manner which 
would forfeit that credit.“ Prohibited trans- 
actiéns are, in general, those in which the 
company acquires any assets from any other 
corporation in a tax-free exchange, or ac- 
quires a substantial part of the properties of 
another corporation owned at least 50 per 
cent by the owner of the new corporation. 


The taxing of excess profits of new cor- 
porations is an especially difficult problem: 
The present law, while attempting to pro- 
vide relief for such companies, has unjustifi- 
ably discriminated against the new corpora- 
tion. There is a real need for immediate 
and retroactive legislative relief. [The End] 


additions in the third year, and multiplying by 
100. See computation illustration on p. 731. 

* Twelve per cent ~ 85 per cent X 75 per cent 
X 100. 

© Code Sec. 445 (b) (1) (B) and (2) (B). 

* Code Sec. 442 (f). 

4 Code Sec. 445 (g). 
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Sales and Assignments 


of Future Income and Sources of Income 


By AARON L. DANZIG 


CLIFFORD AND BLAIR APPLY TO OWNERSHIP OF THE TREE, LUCAS 
AND HORT TO THE FRUIT, SAYS THE AUTHOR, A MEMBER OF THE 
LAW FIRM OF NEMEROFF, JELLINE, DANZIG & PALEY, NEW YORK 


HERE INDEED is an intriguing prob- 
lem. How delightful to be able to assign 
your income to a person in a lower tax bracket 
to whom you would like it directed, and 
escape the tax burden yourself. This article 
is an analysis of what the courts do in such 
circumstances. It is not an analysis of what 
the courts say. If one were to devote one- 
self to analyzing what the courts say, one 
would be apt to become entangled with 
metaphysical complexities? which might well 
lead to paralysis of action. On the other 
hand, if one looks at what the courts have 
done, it is submitted that a rather simple 
philosophy overlies the entire field, and that 
as early as 1933 the broad aspects of this 
philosophy were becoming apparent.” This 
philosophy has not only pervaded court 
decisions, but seems to have influenced the 
Code and Regulations as well. 


In the field on which this article dwells 
most decisions revolve around the follow- 
ing two questions: 


1. Does the income in question have the 
quality of fruit on, or from, a tree, and 
therefore constitute ordinary income? 


2. Who owns the tree? 


Who Owns the Tree? 


The theory of the tax law is that income 
is attributable ordinarily to the one who 


1See Stoll, ‘‘Intra-Family Assignments: Attri- 
bution and Realization of Income,” 6 Tax Law 
Review 435. 

? Surrey, ‘‘Assignments of Income and Related 
Devices: Choice of the Taxable Person,’’ 33 
Columbia Law Review 791. 

’See Surrey, ‘“‘The Supreme Court and the 
Federal Income Tax: Some Implications of 


Future Income 


owns the source of the income. The fruit 
on the tree is charged as income to the 
owner thereof. 


Now a long line of cases has been 
engendered because certain people went 
through the motion of selling or assigning 
the tree, but did not surrender enough of 
the bundle of rights to pass over the line 
to the point where it could be said that they 
really no longer owned the tree.’ 


Probably the best known of the earliest 
of this file of decisions was Corliss v. Bowers,* 
where the husband created a revocable trust 
in favor of his wife, remainder to his chil- 
dren, and where the court held that reten- 
tion of the power of revocation by the husband 
made him the owner of the tree in the 
eyes of the tax law. 


The Clifford case,° of course, falls right 
into line with this theory. In that case a 
husband created a trust, which was five 
years in duration, for the benefit of his wife. 
Although the proceeds of the trust were 
actually used by the wife exclusively for 
her personal purposes, the terms of the 
trust provided that the husband had absolute 
discretion as to what part of the income 
he would pay over to his wife. He had 
additional powers giving him a compara- 
tively free hand with the assets of the trust. 
The Supreme Court held that as a matter 
of law he was the owner of the corpus 


Recent Decisions,’’ 35 Illinois Law Review, 779, 
798 (1948): ‘‘The issue is whether enough has 
been lost by the former complete owner to 
warrant a transfer of the tax burden.”’ 

42 ustc 9 525, 281 U. S. 376, 50 S. Ct. 336 
(1930). 

5 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331, 60S. Ct. 554. 
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and therefore the income therefrom was 
attributable to him. 


In Hyman v. Nunan,’ the power to change 
the beneficiary of a trust to anyone but 
the grantor was held to taint the transfer, 
and the income of the trust was taxed to 
the grantor. 

Where an assignment of an interest in a 
spendthrift trust is made, even though the 
assignment may be irrevocable in its terms, 
the income is still taxable to the assignor if, 
in the state in question, such assignments 
are revocable at will.’ 

In Commissioner v. Sunnen,® an inventor 
assigned all his interest in a royalty con- 
tract to his wife. The royalty contract was 
with a corporation which he completely 
dominated and which had the power to 
cancel the contract at any time. The income 
from the royalties was held taxable to the 
husband. 

There is a large group of cases involving 
stock and securities where the same theory 
has been consistently applied. 

In Sewell v. U. S., the transfer by a hus- 
band to a wife of stock in a family cor- 
poration in which she took no active part 
and in which he controlled the dividends 
was held insufficient to divest him of owner- 
ship of the tree in the tax sense. 


In Hoag v. Commissioner,° where the 
stock originally transferred to a wife by a 
husband was redelivered by her to him and 
he used the dividends for his own use, the 
same result obtained. 


In Anderson," a similar outcome resulted 
where the husbands transferred stock to 
wives, but retained physical control of the 
stock and the dividends.” Similar cases 
are Overton," Godwin™ and Joseph.” 


On the other hand, it seems perfectly 
clear that you can sell, transfer or assign 


6 44-2 ustc { 9387, § 10,130, 143 F. 
(CCA-2). 

TI. T. 4035, 1950-23-13475, St. 
Trust v. U. 8., 43-2 ustc f 9583, 50 F. Supp. 317. 

8 48-1 ustc { 9230, 333 U. S. 591, 68 S. Ct. 715. 

® 47-2 ustc { 9371, 73 F. Supp. 957. 


(2d) 425 


Louis ‘Union 


10 39-1 ustc 9215, 101 F. 
1938). 

CCH Dec. 14,678, 5 TC 443, aff’d 164 F. (2d) 
870 (CCA-7, 1947). 

12 See Becker v. Glenn, 39-2 ustc { 9692, 29 F. 
Supp. 558. 

18 CCH Dec. 15,002, 6 TC 304 (1946). 

1*4CCH Dec. 9397, 34 BTA 485 (1936). 

CCH Dec. 9049, 32 BTA 1192 (1935). 

16 Blair v. Commissioner, 37-1 ustc {| 9083, 300 
U. S. 5, 57S. Ct. 330. 

17 48-2 ustc § 9394, 170 F. (2d) 201 (CA-5). 

18 41-1 ustc J 9355, 312 U. S. 579, 61 S. Ct. 759. 
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(2d) 948 (CCA-10, 


the source of future income, i. e., the tree, 
if you do it properly, and thereafter absolve 
yourself of all responsibility for future fruit 
that the tree may bear. This is so even 
though the transferee may be someone near 
and dear to you, an infant or one otherwise 
incompetent. 

The key case on this side of the fence is 
the Blair case * which involves an unusual state 
of facts in itself. There the beneficiary of 
a life trust assigned interests amounting in 
each case to $9,000 per year of his trust 
income irrevocably to his son and his two 
daughters. The income so assigned was 
held nontaxable to the grantor on the theory 
that a sufficiently large segment of the tree 
was transferred to divest the grantor of 
ownership in that segment of the tree. We 
see, therefore, that if you let all strings go, 
you can not only let go of the tree itself 
for tax purposes, but you can break up the 
tree into parts and divest yourself of parts 
of the tree. However, there are limits to 
this doctrine. The closer you get to the 
twigs and the. fruit, the more dangerous it 
gets. In Farkas v. Commissioner," assign- 
ment of a ten-year interest in a testamentary 
trust for life was upheld as a valid transfer 
of income, but in Harrison v. Schaffner.™ 
where an assignment of one year’s income 
in a testamentary trust was made, the in- 
come was nevertheless taxed to the grantor 
on the ground that income rather than a 
capital asset was being transferred.” The 
Commissioner likewise has issued his warn- 
ing about trusts that are too short in 
duration.” 


Even in dealing with corporations, the 
concept of a corporation being able to 
irrevocably transfer the sources of income 
to its stockholders and escape taxation on 
income arising therefrom is carried over. 


1% The text is an oversimplification of the 
Court’s reasoning. As will be seen in footnote 
49 the Supreme Court has not yet been able 
in its own ‘‘mind’’ to simplify the cases into 
the categories into which they logically fall. 
Said the Court, p. 1008: ‘In construing these 
and like provisions in other revenue acts, we 
have uniformly held that they are not so much 
concerned with the refinements of title as with 
the actual command over the income which is 
taxed and the actual benefit for which the tax 
is paid.’’ Citing Corliss v. Bowers (insufficient 
relinquishment of the ownership of the tree), 
Lucas v. Earl (pure assignment of income), 
Helvering v. Horst (assignment of income), 
Helvering v. Clifford (insufficient relinquishment 
of the ownership of a tree). Clearer reasoning 
would have cited only the Lucas and Horst cases 
since it was pure income that was here being 
assigned. 

20 Reg. 111, Sec. 29.22 (a)-21 (c). 
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(General Utilities and Operating Company v. 
Helvering.”) 


Intention 


In determining whether the taxpayer has 
thrown away all the strings or so many of 
them that the retention of the remainder 
does not matter, the ultimate probandum, 
as in partnership cases under the Supreme 
Court rulings, is the intention of the parties.” 
Of course, where too much control is re- 
tained as in the foregoing cases, the facts 
speak for themselves.* Both the Code™ 
and the Regulations* point out specific 
instances in limited fields ** where this is so. 
Intent is often an important element, how- 
ever, in resolving ambiguous situations. 


In Hedrick” even though the husband 
retained stock which he transferred to his 
wife in his account, he was held nontaxable 
for dividends from the stock because he 
clearly had expressed his intent, on several 
occasions, to outside parties to give same 
to his wife, and he had never used the divi- 
dends for personal use. : 

In Swope,” where the taxpayer clearly 
and irrevocably transferred stock to his 
wife and children, permission given by the 
wife and children to use the stock as col- 
lateral on a personal loan of the taxpayer was 
held not to invalidate the gift for tax purposes. 


Frank™ involved minor children. There 
a father transferred stock to his minor 
daughters, who were respectively 16, 14 and 
8 years of age. He opened a brokerage ac- 
count in their name. He managed the 
account personally, buying and selling in 
his children’s name. The court held the 
income from the stock nontaxable to the 
father, and refused to draw any suspicious 
inferences from the father’s management of 
the account, saying that he was their natural 


21 36-1 ustc f 9012, 296 U. S. 200, 56 S. Ct. 185 
(1935). Compare Commissioner v. First State 
Bank of Stratford, 48-2 ustc { 9317, 168 F. (2d) 
1004 (CA-5) where notes representing income 
were delivered to stockholders as dividends in 
kind. The proceeds were held taxable to the 
corporation, the court distinguishing the Gen- 
eral Utilities case on the ground that the latter 
involved transfer of the tree, not the fruit, as 
in the case before it. 

2 Equivalent cases in the partnership field 
are Commissioner v. Culbertson, 49-1 ustc {| 9323, 
337 U. S. 733, 69 S. Ct. 1210, and Singer v. 
Schaughnessy, 51-1 ustc { 10,802, 96 F. Supp. 506. 

3 Lusthaus v. Commissioner, 46-1 ustc {J 9190, 
327 U. S. 293, 66 S. Ct. 539, and Commissioner 
v. Tower, 46-1 ustc { 9189, 327 U. S. 280, 66 
S. Ct. 532, are the equivalent situations in the 
partnership cases. 


Future Income 





guardian. This case goes quite far because 
the taxpayer also held physicial possession 
of the stock in his own safety deposit box. 
A similar case reaching the same result was 
Dillon,” where the children involved, how- 
ever, were only one and two years of age. 


In Bardach v. Commissioner™ where the 
intent to give a gift was clearly expressed, 
transfers of stock by husbands to wives 
were held valid in the tax sense, even though 
the parties had joint bank accounts. 


Probably the furthest that any case goes 
is the point reached in Becker v. Glenn,” 
where a husband transferred stock to his 
wife individually and certain other stock 
to his wife as trustee for his child. The 
transfer was merely in the form of an oral 
declaration and acceptance. However, the 
husband retained the stock and the stock 
was subsequently sold at a profit. The pro- 
ceeds of the sale were turned over to the 
husband and thereafter he used the pro- 
ceeds to make personal investments. Never- 
theless, as to the stock held in trust for the 
child, the court held that the husband was 
not taxable for the proceeds of the sale. 
(He was held taxable for the stock held in 
the name of his wife because testimony 
was to the effect that the agreement was 
revocable as to his wife.) This certainly is 
pressing intention pretty far. The courts 
have found different intentions from some- 
what similar circumstances and have landed 
on the other side of the fence. (Hoag vw. 
Commissioner ® and Anderson.) 


Similar cases involving transfers of stocks and 
securities where the transfers were upheld and 
income was held nontaxable to the transferor 
are Malernee,*™ Hobbs® and Walsh. 


In Richardson v. Smith® the court went 
so far as to state that the mere fact that 
the donor believes that he can prevail on 
the donee to meet his demands does not 
necessarily invalidate the gift. (Decision 
by Learned Hand.) See also Kessler,” 






24 Code Sec. 166. 

°5 Reg. 111, Sec. 29.166-1. 

6 Trusts. 

*7CCH Dec. 7233, 24 BTA 444 (1931). 
°2CCH Dec. 10,981, 41 BTA 213 (1940). 
2°CCH Dec. 8002, 27 BTA 1158 (1933). 

30 CCH Dec. 9055, 32 BTA 1254 (1935). 

31 37-2 ustc {| 9324, 90 F. (2d) 323 (CCA-6). 
82 Footnote 12. 

33 Footnote 10. 

*% Footnote 11. 

35 CCH Dec. 8795, 31 BTA 662 (1934). 

36 CCH Dec. 7603, 26 BTA 241 (1932). 

31 CCH Dec. 5716, 18 BTA 571 (1929). 

38 39-1 ustc J 9398, 102 F. (2d) 697 (CCA-2). 
39 CCH Dec. 8822, 31 BTA 8&9 (1934). 
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where a husband transferred an oil lease 
and similar result obtained. In Visintainer 
v. Commissioner® the doctrine was most 
recently reaffirmed. A clearly expressed 
intent to give part of the sheep in a flock 
to his children relieved the taxpayer of lia- 
bility for future income therefrom. 


On the other hand, where sale of the asset 
in question to a third party was prearranged 
prior to the gift, the courts are apt to 
disregard the gift (McInerney,“ Cook® and 
Vichek®), unless there is clear and con- 
vincing evidence in favor of the gift. (Apt v. 
Birmingham “ and Peebles.“) Some writers “ 
are inclined to consider such cases as in- 
volving the Court Holding Company | doc- 
trine,” i. e., that the sale was really made 
by the donor and he has no right to shift 
the income. This theory is belied by the 
fact that some decisions do permit such 
shifting if there was a clearly expressed pre- 
vious intent to make a gift.“ It seems sim- 
pler to merely state that a prearranged 
sale has a strong influence toward making 
the court hold that there was no real intent 
to irrevocably transfer the tree. 


Does Income in Question Constitute 
Ordinary Income? 


These cases deal with entirely different 


concepts from the cases which fall under 
the heading “Who Owns the Tree?” Care- 
ful thinking would require that cases in this 
field be clearly segregated and cited only 
as against each other. 


We saw in dealing with the question of 
“Who Owns the Tree?” that the main 
theoretical problem involved there was 
whether or not a transferor, seller or donor 
had intended to and did release a sufficient 
number of his bundle of rights so that in 
truth and in substance in the eyes of the 





# 51-1 ustc { 9202, 187 F. (2d) 519 (CA-10). 

41 CCH Dec. 8225, 29 BTA 1 (1933). 

42 1945 CCH { 7687, 5 TC 908. 

48 CCH Dec. 2762, 7 BTA 1244 (1927). 

4450-1 ustc { 9247, 89 F. Supp. 361. 

45 CCH Dec. 14,536, 5 TC 14 (1945). 

# Footnote 1. 

4 Court Holding Company v. Commissioner, 
45-1 ustc { 9215, 324 U. S. 331, 65 S. Ct. 707. 

4 See cases cited in footnotes 44 and 45. 

# It is interesting to note that if this principle 
had been followed by the Supreme Court in the 
Blair case (footnote 16), it might well have 
come out on the other side of the line from 
its actual decision, since in the Blair case the 
beneficiary was assigning only the fruit of the 
tree when, as and if it matured, i. e., $9,000 
per year. However, in the Blair case we have 
the interposition of a corpus, i. e., a tree to be 
assigned, and since the corpus was irrevocably 
assigned, the court felt that fact dominant. 
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tax law he could no longer be said to be 
the owner of the source of income. In this 
field, however, the theoretical concept is 
an entirely different one. The concept here 
is not one of relinquishment of right, but 
merely of whether a specific property right 
has the aspect of fruit. If it does, the tax 
law says it is ordinary income and 


1. Will not permit you to escape taxation 
by assignment of the income to another 
person,® or 


2. Will not permit your sale of the same 
to convert ordinary income into capital gain. 
Underlying the entire field is the assump- 
tion that fruit or the proceeds of the sale 
of fruit is ordinary income. 


Assignment of Future Income 


In Lucas v. Earl,” generally credited with 
being the progenitor of the rule, a husband 
tried to create a joint tenancy with his wife 
as to salaries and attorneys’ fees to be re- 
ceived by him. He alone was held taxable 
for the entire income, the salaries and fees 
constituting fruit, not trees. 


Eubank and Horst are two other well- 
known cases in the field. In Eubank™ the 
taxpayer assigned to his wife renewal com- 
missions on insurance policies which he had 
written as a broker. The commissions were 
not yet payable, but were earned because 
of past services rendered. The income was 
held taxable to the assignor. The commis- 
sions having the quality of fruit, the tax- 
payer could not escape the tax by assignment. 

In the Horst case™ a father detached an 
interest coupon from a bond owned by him 
and gave the same to his son. The interest 
was held taxable to the father—pure fruit. 


As the Court pointed out in the Horst 
case, it makes no difference whether the 


(See Scott, 17 Columbia Law Review 269 (1917), 
dealing with the nature of .the property rights 
of the cestwi que trust). See Lewis v. Rothensis, 
44-2 ustc { 9506, 61 F. Supp. 862, 863, where the 
court stated that the Blair case represented the 
“extreme limit’’ of the transfer of corpus 
theory. The principle, as stated in the text, 
assumes that there is no assignment of any 
corpus or interest which gives rise to the in- 
come. In deciding the Blair case, the distinction 
was not so clearly made by the court. Lucas 
v. Harl, footnote 50, which deals with a pure 
assignment of income, was distinguished on the 
ground that it hinged on a specific statutory 
construction. 

502 ustc { 496, 281 U. S. 111, 50 S. Ct. 21 
(1930). 

51 Helvering v. Eubank, 40-2 ustc { 9788, 311 
U. S. 132, 61 S. Ct. 1468. 

52 Helvering v. Horst, 40-2 ustc { 9787, 311 
U.S. 112, 61S. Ct. 144. 


September, 1951 @e TAX ES—The Tax Magazine 








Re ew TF ww 











services which give rise to the income is 
rendered before or after the assignment 
(page 119). 


In Cohen™ the taxpayer’s employment 
contract provided for assignment of all pat- 
ents to his employer, for which, in addition 
to salary, he was to get 5 per cent of all 
royalties realized. The taxpayer assigned 
all his rights in his royalty agreement to a 
trust for the benefit of his wife and daughter. 
This was held to be a mere assignment of 
future income for past services rendered, 
i. e., fruit, and therefore taxable to the 
taxpayer. 


In Burnet v. Leininger ™ the taxpayer, who 
had a one-half interest in a laundry business, 
assigned one-half interest to his wife, who 
took no part in the business at all. Husband 
and wife had a joint bank account from 
which the wife never drew. The entire in- 
come, i. e., the fruit of the business, was 
held attributable to the husband. 


In the cases dealing with earnings grow- 
ing out of labor or services, the earner is 
treated as the tree.” 


In Austin v. Commissioner™ a husband 
gave a wife a note for $76,128, evidencing 
an actual loan. The wife permitted $43,320 
in interest to.accumulate on the notes, even 
though her husband was solvent and able to 
pay. She then gave the notes to her ¢ehil- 
dren. When the husband died, the executor 
paid the accrued interest to the children. 
The wife. was held taxable for the $43,320 
interest,” the same being fruit from the 
tree (the note). 


Helvering v. Smith,* which is still good 
law today,” draws the fine hairline between 
fruit and tree. There a payment was made 
to a retiring law partner in exchange for 
relinquishment by him of his partnership 
share of exactly what he would have earned 
anyway as his share on outstanding law 
cases if he had remained with the firm. Al- 
though it is acknowledged that a sale of a 


83CCH Dec. 17,845, 15 TC 261 (1950). 
543 ustc 7 909, 285 U. S. 136, 52 S. Ct. 345 
(1942). 

5 Footnote 50 at p. 114. ‘‘We think that 
no distinction can be taken according to the 
motives leading to the arrangement by which 
the fruits are attributed to a different tree from 
that on which they grew.’’ Footnote 1 at p. 
443. ‘‘In the case of income from labor, the 
earner is the tree.”’ 

56 47-1 ustc J 9247, 161 F. (2d) 666. 

57 See also Strauss v. Commissioner, 48-1 ustc 
{ 9301, 168 F. (2d) 441 (CCA-2) and Lewis v. 
Rothensis, footnote 49. 

58 37-2 ustc { 9329, 90 F. (2d) 590 (CCA-2). 

59 G. C. M. 26379, 1950-10-13353. 

6G. C. M. 26379, 1950-10-13353, 1950-16-13397. 
*1 Footnote 21. 
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partnership interest is a sale of a capital 
asset,” i. e., the tree, nevertheless the court 
here pointed out that this was no sale in the 
true sense, but merely a payment to the 
seller of the exact fruit he would have 
gotten, and the income to the seller was 
treated as ordinary income. The concept is 
carried over into the field of corporate law 
as well. In Commissioner v. First State Bank 
of Stratford™ the bank declared a dividend 
in kind of certain notes that were payable 
to it. The court held that a corporation 
could not escape liability for income by 
assigning the income to its stockholders in 
the form of a dividend in kind, and held the 
corporation liable for the proceeds of the 
note as ordinary income to the corporation.” 


Sales of Future Income 


Where an actual sale takes place, the 
second half of the rule stated above comes 
into effect, i. e., the tax law will not permit 
a taxpayer to convert ordinary income to 
capital gain by a sale of fruit, even at arm’s 
length. True, if the sale is arm’s length, the 
taxpayer will not be charged with more than 
the sales proceeds, but these sales proceeds 
will take on the character of the income dis- 
posed of. 


In connection with sales of stocks and 
securities about to yield dividends, the 
Treasury Department has decided that the po- 
tential dividend becomes fruit when the 
stock goes ex-dividend.* If the stock is 
sold with the dividend, thereafter the por- 
tion of the sale allocable to the dividend is 
treated as ordinary income. 


In the case of sale of land with growing 
crops the Treasury Department™ requires 
an allocation between the trees and the 
growing fruit or crop and states that the 
portion of the sale allocable to the fruit or 
crop be treated as ordinary income to the 
vendor.® 





® But see Burrell Groves, Inc., CCH Dec. 
18,314, 16 TC —, No. 142 (1951). Corporate 
taxpayer sold citrus grove to stockholders with 
fruit on the tree. Held: Not taxable for income 
from fruit as ordinary income. 

6 I. T. 4007, 1950-9-13345 (p. 4). 

I. T. 3815, 1946-18-12389. 

*§In accord: Watson, CCH Dec. 17,976, 15 TC 
800 (1950) (green navel oranges). (But see 
Cole v. Smith, 51-1 ustc { 9301, 96 F. Supp. 745, 
where the court carefully distinguished between 
Valencia oranges involved in that case and 
navel oranges. The court refused to allocate 
as income the portion of the sale allocable to 
green Valencia oranges, stating that in dealing 
with that type of orange in a green state there 
(Continued on following page) 
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In some instances Section 117(a)(1)(A) 
steps in and forecloses the problem before 
the theory has a chance to be considered. 
For instance, where a writer or inventor 
sells a manuscript or invention, it is argu- 
able that these items are trees which produce 
income in the future and therefore the sale 
is the sale of a capital asset. But Section 
117(a)(1)(A) says that property held by a 
taxpayer primarily for sale in the ordinary 
course of his trade or business does not 
constitute a capital asset and therefore in- 
ventors or writers who are in the regular 
business of selling their creations must treat 
sales the same as ordinary income.” Where 
the intervening factor of Section 117 is not 
present, however, such creations are treated 
as trees and the sale thereof as a sale of a 
capital asset.” 


We get closer to our problem when the 
inventor retains the tree. The royalties re- 
ceived from licenses are deemed to be fruits 
of the tree.“ One has to be very careful 
in this field, however, because, unlike in the 
trust field,” one cannot break the tree into 
segments and sell or assign the segments as 
capital assets. 


The artist or inventor must make sure 
that he disposes of all his rights,” otherwise 
he is interpreted as still holding onto the tree, 


and royalties, lump sum or otherwise, will 
be treated as ordinary income arising from 
licenses. (Goldsmith v. Commissioner™ (as- 
signment of world-wide motion picture 
rights only; payments to author held ordi- 


(Footnote 65 continued) 

was substantial chance that the oranges might 
never mature.) McCoy, CCH Dec. 17,978, 15 TC 
828 (1950) (growing wheat crap). Louise Owen, 
CCH Dec. 18,013(M), 9 TCM 1112 (1950) (un- 
picked fruit). Miller, CCH Dec. 18,187(M), 10 
TCM 210 (1951), Burrell Groves, footnote 62. 
Contra: Ir/gang v. Fahs, 50-2 ustc § 9519, 94 
F. Supp. 206 (this is not a_ well-reasoned 
opinion). 

6% For an exhaustive study of the income 
aspects of patents, copyrights, etc., see Fincke, 
‘“‘An Analysis of the Income Aspects of Patents, 
Copyrights, and their Analogies,’’ 5 Tax Law 
Review 361. 

8 Maurice Cooke, CCH Dec. 14,398(M), 4 
TCM 204 (1945), John W. Hogg, CCH Dec. 
13,795(M), 3 TCM 212 (1944), Edward C. Myers, 
CCH Dec. 14,992, 6 TC 258 (1946), James Adam- 
son, CCH Dec. 15,520(M), 5 TCM 1071 (1946), 
William Kelly, CCH Dec. 15,844(M), 6 TCM 646 
(1947). See Mintz, ‘‘Entertainers and the Capi- 
tal Gains Tax,”’ 4 Tax Law Review 275. 

8 Commissioner v. Wodehouse, 337 U. S. 369, 
69 S. Ct. 1120 (1949). 

® See Blair v. Commissioner, footnote 16. 

7” See Hdward C. Myers, footnote 67, and 
Lillienfeld, CCH Dec. 9566, 35 BTA 391 (1937) 
acq. 1937-1 CB 15. 

11 44-2 ustc J 9365, 143 F. (2d) 466. 


740 


nary income); Rohmer v. Commissioner ;* 
and Sabatini v. Commssioner.™) 


In cases like Williams v. McGowan™ one 
finds mixed sales of fruits and trees. That 
case involved the sale of an individually 
owned business. The court held that an 
individual business, unlike the sale of a 
partnership interest, which is treated as a 
sale of a capital asset,” is not a separate 
entity and therefore comminuted the sale 
into fragments allocating ordinary income 
to inventory.” 


More difficult to analyze are the long- 
term contract cases. The taxpayer has a 
lease, or an employment contract, or long- 
term interest in renewal premiums pro- 
tected by contract. He is willing to give up 
his contractual rights for a lump sum pay- 
ment today. The problem is: Is he selling 
the contract, i. e., a property right, or is 
he selling the income? If we once again 
return to our basic theory we will see that 
it is of small moment in what legal form 
the transaction is cast. Like many other 
fields of tax law; it is the substance rather 
than the form that counts here. If the con- 
tract provides for the sale of what is ordi- 
harily treated as ordinary income, i. é., 
fruit, the surrender of the contract for lump 
sum payments will not convert ordinary 
income to capital gain.” 


Hort v. Commissioner™ is the leading 
Supreme Court case on this point. There 
the taxpayer, a landlord, agreed to cancel 
a lease for a term of years for a lump-sum 


(Contiriued on page 767) 


72 46-1 ustc { 9130, 153 F. (2d) 61 (CCA-2). 

73 38-2 ustc { 9470, 98 F. (2d) 753 (CCA-2). 
While in a sense these cases may be said to 
be interpretating Sec. 119 (a) of the Code, 
which deals with income to nonresident aliens 
from royalties, the philosophy of the section 
is the same as decisions of the courts on other 
sections of the Code in deciding what is income. 
See Commissioner. v. Wodehouse, footnote 68. 

7446-1 ustc { 9120, 152 F. (2d) 570 (CCA-2, 
1945). 

7% The partnership cases are a distinct theo- 
retical aberration. Why partnership interests 
should be treated as sales of separate entities, 
and sales of individual business not treated as 
such, is unfathomable. See Cohen, footnote 53, 
where an interest in a joint venture is treated 
as a capital asset. 

7% But see Graham Mill & Elevator Company 
v. Thomas, 46-1 ustc 9118, 152 F. (2d) 564 
(CCA-5, 1945) where sales of accounts receivable 
were treated as sales of capital assets. This 
seems erroneous. A late case, James M. Dixon, 
51-1 ustc { 9178, 96 F. Supp. 986, reaches a 
different result. 

™In McCartney, CCH Dec. 16,844, 12 TC 320 
(1949), the court said that in such a case there 
is not a sale of a contract anyway, merely an 
extinguishment. ; 

78 41-1 ustc { 9354, 313 U. S. 28, 61 S. Ct. 757. 


September, 1951 @ TAX ES—The Tax Magazine 
















Can INTEREST Be 














| ECTURING before the New York Uni- 
all 






































































































































versity Seventh Annual Institute on 
Federal Taxation (1948), I raised the ques- 
i tion whether “interest” income may under 
: certain circumstances be taxed as capital 
gain. For example, an individual lends 
: $75,000 in return for $90,000 worth of non- 
: interest bearing bonds, maturing in three 
years. If he sells the bonds before maturity, 
or if he presents the bonds for redemption 
g at maturity under circumstances which fit 
e within Section 117(f) so that the retirement 
| is treated as an exchange, is the increment 
n so realized a capital gain or “interest” income? 
) This problem is important to all would-be 
borrowers and lenders. For the borrower it 
). is easier to attract lenders if the compensa- 
‘Oo tion for the use of the money (whether des- 
e, ignated as interest, discount or otherwise) 
i is taxed as a capital gain. Also, the bor- 
or rower has no obligation to pay interest until 
e. the maturity of the indebtedness. Finally, 
2 if the borrower is a corporation it is entitled, 
; under Regulation 111, Section 29.22(a)—17, 
0- to amortize the discount over the period of 
ts the loan even though it makes no payment 
Hd whatsoever until maturity date. For the 
3. lender this loan is particularly attractive if 
ed he gets a capital gain rather than interest 
income. In addition, a cash basis taxpayer 
—4 reports no income until he is paid at ma- 
le turity. The fact that the increment is all 
nis received in one year is no problem since the 
: top capital gain tax rate of 25 per cent applies. 
The basic problem, then, was whether 
320 capital gain is realized in situations like the 
“ one illustrated above. It was my contention 
that an affirmative answer is in order. The 

57. 





lender realized a capital gain rather than 
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THE AUTHOR FOCUSES THE SPOTLIGHT ON 
A PROBLEM WHICH IS IMPORTANT TO ALL 
WOULD-BE BORROWERS AND LENDERS. 










Income or Capital Gain? 


By SOLOMON S. MANDELL 
Tax Counsel, 

Kalish, Rubinroit & Co. 

New York City 





interest income upon disposition of the 
bonds. In support of my position I relied 
first upon E. G. P. Caulkins v. Commissioner, 
44-2 ustc J 9416, 144 F. (2d) 482 (CCA-6). 
There petitioner purchased an “Accumula- 
tive Installment Certificate” in 1928. The 
certificate was in registered form. By the 
terms of the certificate petitioner was to pay 
$1,512 annually for ten years, and at the end 
of that period he was to receive $20,000. 
The excess of $20,000 over his investment 
was based on a 5.5 per cent annual com- 
pound interest yield. In 1939, when payment 
of the $20,000 was made, the Investors Syn- 
dicate (“borrower”) reported the payment 
of interest to petitioner in the amount of 
the difference between what was paid out 
and what was received. Taxpayer, however, 
reported this excess as a long-term capital 
gain under Section 117(f). 


The taxpayer took the position that his 
situation fell under Section 117(f) since the 
interest factor took the form of proceeds 
upon the retirement of the registered cer- 
tificate of indebtedness. The Commissioner 
argued that it did not apply, that “interest” 
was involved (being payment for the use of 
money) and that Section 117(f) was not 
intended to convert interest income into 
long-term capital gain. 


The Tax Court held that because the cer- 
tificate in question was of the type described 
by Section 117(f), and the $20,000 was re- 
ceived by petitioner upon the retirement of 
such certificate, it was obliged to hold that 
“petitioner correctly reported his profit under 
section 117(f), supra.” Thus, the gain was 
long-term capital gain. 
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Mr. Mandell formerly was an attorney 
with the United States Treasury Depart- 
ment (Tax Legislative Counsel Office) and 
has lectured at the New York University 
Institute of Federal Taxation. 


On appeal, the Circuit Court of Appeals 
for the Sixth Circuit affirmed, stating in 
part, that: 


“The inherent difficulty in construing 
Section 117(f) is presented in cases like this, 
where the amount received upon retirement 
of the security is calculated under the capital 
gains statute, although the transaction pre- 
sents no true aspect of capital gain... . 
However, the certificate is plainly 
within the statutory group governed by Sec- 
tion 117(f). .. .” 


“Where statutory standards are lacking, 
statutory language is to be read in its natural 
and common meaning. ... A provision that 
the increment in such cases should be tax- 
able under Section 22(a) might or might not 
have been wise and fair; but Congress has 
not enacted it, and the courts cannot supply 
it by judicial legislation. . . . If this is so, 
the correction of this defect in the operation 
of the statute is for Congress and not for 
the courts. .. .” 


The circuit court was of the opinion that 
the statute is clear. Regardless of congres- 
sional intent, it did not have the power to 
refuse to apply Section 117(f) to a situation 
that fitted squarely within it. The result is 
that the differentiation of treatment which 
was urged by the Commissioner can, in the 
opinion of the circuit court, be secured only 
by legislation. 

This case was the only decision in point 
that I could find. Since Section 117(f) 
merely satisfies the “sale or exchange” re- 
quirement of a capital gain where a retire- 
ment of indebtedness has in fact transpired, 
it must be presumed that the same result 
would be reached in the case of an instru- 
ment which did not fall within Section 117(f) 
but which was in fact sold before retirement. 


Korell and Shoong Cases 


Although I could find no other cases on 
this point, in my lecture I made reference to 
two cases which I believed reached com- 


parable results. They were C. W. Korell, 
CCH Dec. 16,420, 10 TC 1001 (1948), and 
J. Shoong, CCH Dec. 16,453(M), 7 TCM 367 
(1948). The facts in both cases were similar. 
Taxpayer purchased American Telephone 
and Telegraph debenture bonds at a pre- 
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mium. The premium, however, was paid 
primarily for the accompanying privilege of 
converting into A. T. & T. stock at a price 
below the current market price, rather than 
because the coupon rate of interest carried 
by the bonds exceeded the going rate for 
such bonds. Yet the taxpayer sought to 
amortize the premium under Code Sections 
23(v) and 125 dealing with the amortization 
of bond premium. The Commissioner argued 
that Section 125 was aimed at premium paid 
to secure interest income, not conversion 
privileges. The court recognized the merits 
of this contention, but held in favor of the 
taxpayer because the language of the law 
clearly embodied his situation. 


Since the date of my lecture further de- 
velopments have transpired in the Korell and 
Shoong cases which I believe are of great 
importance. Both cases were appealed by 
the Commissioner, to different circuit courts 
of appeals, and on appeal the Commissioner 
won one case and lost the other. Thus, a 
clear-cut conflict existed in the decisions of 
the two circuit courts, furnishing the basis 
for jurisdiction of the United States 
Supreme Court. 


The Supreme Court held, in Commissioner 
v. C. W. Korell, 50-1 ustc J 9328, 70 S. Ct. 
905, in favor of the taxpayer. It stated that: 


“As ‘bond premium’ is used by account- 
ants and other writers in the securities field, 
it is any payment in addition to face value. 
There is no suggestion that the words have 
only a limited significance, echoing peti- 
tioner’s ‘true’ premium, applicable solely to 
that extra price caused by the desire to ob- 
tain a higher-than-average interest yield. On 
the contrary, some authors have noted the 
variety of causes which induce the payment 
of bond premium, and the practical impos- 
sibility of disentangling and isolating them 
for the purpose of relative evaluation, as 
would be required if petitioner’s reading of 
the statute were upheld. We adopt the view 
that ‘bond premium’ in Section 125 means 
any extra payment, regardless of the reason 
therefor, in accordance with the firmly estab-. 
lished principle of tax law that the ordinary 
meaning of terms is persuasive of their 
statutory meaning.” 


“We conclude that Congress made no dis- 
tinctions based upon the inducements for 
paying the premium. Congress delimited 
the bond premium it wished to make amor- 
tizable in terms of categories of bonds, and 
there is no doubt that respondent purchased 
bonds which are included within the pur- 
view of Section 125. Respondent is there- 

(Continued on page 748) 
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The Exclusion Provision 
of the Gift Tax Law Needs Amending 


By ARMAND DREXLER, Member of the New York Bar 


THIS PROVISION NOT ONLY HAS CAUSED TAX LITIGATION OVER 


RELATIVELY SMALL SUMS BUT THREATENS ULTIMATELY TO HAVE 


N:- RECENT YEARS we have been ac- 

customed to certain areas of the tax law 
becoming subject to such strong.and per- 
sistent contest between Treasury and tax- 
payer that their status has been recognized 
with the appellation of “doctrine” or “field.” 
Thus, we have witnessed the development 
of the “doctrines” of Clifford and Hallock 
and the “fields” of husband and wife part- 
nership, reasonable compensation, contem- 
plation of death, deferred compensation and 
employee stock options, to mention only a 
few. Other fields, such as collapsible cor- 
porations and inadequate capitalization, are 
in the process of development. 


It is the presence of these areas of conflict 
that causes much of the confusion and lack 
of definitiveness that characterize the federal 
tax structure today. This, of course, is gen- 
erally recognized and attempts have been 
made to resolve many of these conflicts by 
statute and by Treasury regulations. Solu- 
tion, however, is not always easy. 


The process whereby these disputes de- 
velop generally follows a consistent pattern. 
First, the taxpayer finds a method of sub- 
Stantial tax reduction which appears war- 
ranted by existing law. It was probably 
with this impression that Messrs. Clifford 
and Hallock drew their now celebrated 
trusts, and various husbands throughout the 
land announced to their somewhat surprised 
spouses that henceforth they were to be 
partners in their business. Thereupon the 
Treasury, faced with substantial revenue 
losses as a result of these devices, challenged 


Exclusion Provision 





PROFOUND, UNINTENDED EFFECTS ON BASIC TRUST PRINCIPLES 


them in the courts. Generally having little 
specific statutory authority for its challenge, 
the Treasury usually called on the courts 
to extend existing general statutes, such as 
22 (a) or 811 (c), to sustain its position. 
In many instances the courts held in the 
Treasury’s favor, and the “doctrine” or 
“field” came into being. The amount of tax 
involved in such disputes generally was so 
substantial as to induce taxpayers and 
Treasury to devise new techniques and argu- 
ments to limit or extend the principle of the 
leading case, as the case might be. 


There is, however, an area of the tax law 
which has developed into an important and 
oft-litigated “field” in a manner quite differ- 
ent from the pattern above described. This 
“field” developed principally on the basis of 
the precise legalistic meaning of a technical 
and limited provision of the law and not 
on the basis of a substantial tax saving 
device initiated by taxpayer. Moreover, it 
almost necessarily involves relatively in- 
significant amounts of tax. Yet, surprisingly 
enough, this “field” has produced more court 
decisions, including Supreme Court and 
circuit cvuurts of appeal decisions, than al- 
most any of the other “fields” and “doc- 
trines” alluded to. I refer to Section 1003 
(b) of the gift tax law, which provides for 
a $3,000 exclusion for gifts, except those of 
a future interest, made to any person. The 
background of this provision may be set 
forth briefly: 


The Revenue Act of 1932, which reinstated 
the gift tax, provided for an exclusion of 
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$5,000* per annum, but also provided that 
the exclusion did not apply to gifts of a 
future interest. This exception was provided 
because of the “apprehended difficulty, in 
many instances, of determining the number 
of eventual donees and the value of their 
respective gifts.”” Thereafter, a number of 
decisions * of lower courts held that in the 
case of gifts to trusts, the trust entity itself 
was entitled to one exclusion regardless of 
the number of beneficiaries. These decisions 
opened the way for possible tax avoidance 
by permitting a donor to set up multiple 
trusts for one donee and thus avail himself 
of multiple exclusions for one donee. To 
forestall such possible manipulation, the 
Revenue Act of 1938‘ amended the gift tax 
law to provide that gifts in trust, as well as 
gifts of future interest, should not receive 
the benefit of the annual exclusion. Mean- 
while, the issue under the earlier law of 
whether the trust or the donees should be 
considered as providing the exclusion con- 
tinued to be the subject of extensive litiga- 
tion.” In 1941 it was finally decided by the 
Supreme Court of the United States in Hel- 
vering v. Hutchings, 41-1 ustc J 10,026, 321 
U. S. 393, that the trust was not a separate 
entity but that there might be as many ex- 
clusions as there were beneficiaries. 


Thereupon Congress, in Section 454 of 
the Revenue Act of 1942, restored the annual 
exclusion for trusts made in calendar years 
commencing after December 31, 1942. In 
connection with this change, the Senate 
Finance Committee stated: 


“Since the Supreme Court has decided in 
Helvering v. Hutchings . . . that the bene- 
ficiaries of the trust rather than the trustee 
of the trust are the donees of a gift in trust, 
it is no longer necessary to discriminate 
against gifts in trust by disallowing the 
exclusion in such cases (except in cases of 
gifts of future interest in property) to pre- 
vent gift tax avoidance through the device 
of multiple trusts for the same beneficiary.” ° 


Far from diminishing the amount of litiga- 
tion, the Hutchings case, together with the 





1 The $5,000 exclusion was reduced to $4,000 
by the Revenue Act of 1938 and further reduced 
to $3,000 by the Revenue Act of 1942. 

272d Cong., 1st Sess., H. R. Rept. No. 708, 
p. 29 (CB 1939-1, Part 2, p. 478); 72d Cong., 
1st Sess., Sen. Rept. No. 665, p. 41 (CB 1939-1, 
Part 2, p. 526). 

3 Commissioner. v. Wells, 37-1 ustc { 9132, 88 
F. (2d) 339 (CCA-7); Seymour H. Knox, CCH 
Dec. 9772, 36 BTA 630; Katherine S. Rhein- 
strom, CCH Dec. 9948, 37 BTA 308. 

* Revenue Act of 1938, Sec. 505 (a). 

5 Welch v. Davidson, 39-1 ustc { 9360, 102 F. 
(2d) 100 (CCA-1); Robertson v. Nee, 39-2 ustc 
7 9585, 105 F. (2d) 651 (CCA-8); McBrier v. 
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1942 amendment, opened an even more pro- 
lific area of contest. Now that gifts in trust 
might be entitled to one exclusion per bene- 
ficiary, the question was whether a bene- 
ficiary’s interest in a trust was a present or 
future interest. To the extent that it con- 
stituted a future interest, it was not entitled to 
the exclusion. The number of cases which 
have already been decided on this issue alone 
are sufficient to constitute it a “field” in 
itself. This is especially significant when 
it is considered that the amount of tax in- 
volved in any given case is almost certain 
to be relatively inconsequential since the 
maximum exclusion since 1942 amounts to 
only $3,000 per donee. 


Emergence of Principles 


Out of the welter of cases that have arisen 
on this issue, certain principles have grad- 
ually emerged. Thus, after considerable 
litigation on the issue in the lower courts, 
the Supreme Court finally decided that 
where the trustee is empowered either to 
accumulate income or distribute it to a bene- 
ficiary, the beneficiary’s interest is a future 
interest. (Fondren v. Commissioner, 45-1 ustc 
q 10,164, 324 U. S. 18.) The interest remains 
a future interest even though the income 
accumulated during the minority of the bene- 
ficiary is to be turned over to him at majority 
and he is thereafter to receive the income. 
(Commissioner v. Disston, 45-2 ustc J 10,207, 
325 U. S. 442.) 


These cases have provided a challenge for 
the ingenuity of taxpayers and their attor- 
neys. The problem is how to draft a trust 
for the benefit of a minor which will enable 
the donor to obtain the benefit of the exclu- 
sion, in the light of these cases. Some of 
the methods employed have resulted in some 
rather novel trust provisions. One device 
commonly used is to require that the trustee 
pay Over or apply to the minor’s benefit all 
of the income of the trust during the minor- 
ity of the beneficiary; accumulation of the 


Commissioner, 40-1 ustc*f 9128, 108 F. (2d) 967 
(CCA-3); Rheinstrom v. Commissioner, 39-2 ustc 
7 9584, 105 F. (2d) 642 (CCA-8); Christian v. 
Commissioner, 40-1 ustc { 9317, 110 F. (2d) 851 
(CCA-8); Hutchings v. Commissioner, 41-1 vustc 
§ 10,026, 111 F. (2d) 229 (CCA-5, 1940), aff'd 
312 U. S. 393; Early v. Reid, 41-1 ustc { 10,033, 
112 F. (2d) 718 (CCA-4, 1940), aff'd 312 U. S. 
661; Pelzer v. U. S., 41-1 ustc { 10,027, 312 
U. S. 399; U. 8. v. Ryerson, 41-1 ustc { 10,028, 
114 F. (2d) 150 (CCA-7), aff'd 312 U. S. 405. 
677th Cong., 2d Sess., Sen. Rept. No. 1631, 
p. 243. See also 77th Cong., 2d Sess., Conf. 
Rept. No. 2586, p.. 71 (Amend. No. 422). 
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income is not permitted. However, while 
this may qualify the gift of the income inter- 
est for the exclusion, the gift of the re- 
mainder interest remains a future interest 
and therefore is not entitled to the exclu- 
sion. A rather ingenious attempt to qualify 
for the exclusion the entire gift in trust for 
a minor was brought before the District 
Court of Massachusetts in the case of 
Strekalovsky v. Delaney, 48-1 ustc { 10,624, 
78 F. Supp. 556. There a trust agreement 
for the benefit of minors provided that the 
trust should terminate when each child be- 
came 21 years of age or died at an earlier 
date, at which time the child’s respective 
share would be paid to the child, if living, 
and if not, to his executor, administrator, 
assignee or other legal representative. It 
further provided that, upon the demand of 
any legally appointed guardian of any of 
the children, the entire share was to be paid 
to said guardian. There was no spendthrift 
clause contained in the trust. Paragraph 
Second of the trust indenture provided: 


“Second: So long as any child shall be 
a minor, to pay any part or parts of his or 
her share (s) to him or her or for his and/or 
her use or benefit for any purpose whatever 
in accordance with the needs and best inter- 
est of said child, as if the interest of each 
said child were held by the trustee herein 
as guardian for said child and as if the 
trustee were making payments and distribu- 
tions in that capacity for the benefit of each 
child respectively.” 


The district court held that any gifts made 
to the trust were present interests in their 
entirety and therefore entitled to the full 
$3,000 annual exclusion. In this connection, 
it stated: 


“Had she [the donor], instead of making 
the gifts by trust, made them to the guard- 
ians of the children, there could be no ques- 
tion but that the exemption would apply. 
The trust instrument clearly expressed her 
intent to accomplish the same results, and 
I am satisfied that there was a present right 
to the use and benefit of this gift the mo- 
ment that the gift had vested in the trustee.” 


Kieckhefer Case 


A trust containing similar provisions was 
presented to the Tax Court in John W. 
Kieckhefer, 51-1 ustc § 10,812, 15 TC 111, 
reversed by the Circuit Court of Appeals 
lor the Seventh Circuit on May 23, 1951. 
There the Tax Court found that the gift 
was a gift of a future interest and therefore 
not entitled to the exclusion. On appeal, 
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the circuit court reversed the finding of the 
Tax Court. The background of the case is 
interesting in that it is quite representative 
of the type of situation confronting tax- 
payers and their attorneys as a result of the 
future interests provision as presently con- 
stituted. The Tax Court describes it as 
follows: 


Shortly after the birth of his grandson, 
petitioner, who for many years had been in 
business in Milwaukee, Wisconsin, consulted 
his attorney (also of Milwaukee), advised 
him of the birth and stated he would like 
to make a gift in trust to the child of $3,000. 
The attorney advised him that if the gift was 
the gift of a future interest the statutory ex- 
clusion under Section 1003 (b) (3) would not 
be allowable. After general discussion between 
them, during which the attorney expressed the 
view that “there wasn’t any use giving 
the child bills in his crib,” and also expressed 
the view that the appointment of a guardian 
who would have to report to the court each 
year and would have to put up a bond, would 
be a nuisance and an expense, the attorney ad- 
vised petitioner that he thought he could 
draw a trust instrument under which peti- 
tioner’s purpose could be accomplished and 
which at the same time would evidence a 
gift of a present and not a future interest. 
The attorney was advised by petitioner to go 
ahead. As a result a trust instrument was 
drawn by the attorney and executed by peti- 
tioner. On August 25, 1944, Robert H. 
Kieckhefer, petitioner’s son and the father 
of the grandson, was named as trustee. 


At paragraphs 5 and 13 the trust instru- 
ment so drawn and executed contained the 
following: 


ce 


5. The trustee shall pay to the bene- 
ficiary or apply on his behalf such income 
from the trust and so much of the principal 
thereof as may be necessary for the educa- 
tion, comfort and support of the beneficiary 
and shall accumulate for such beneficiary 
all income not so needed. . .. The trust 
estate shall be deemed vested absolutely in 
said beneficiary and shall be his property, 
but the trustee is authorized and directed 
to hold said estate, unless the trust be prior 
terminated as hereinafter provided, until such 
beneficiary arrives at the age of twenty-one 
(21) years, at which time the trustee shall 
pay over to him the said trust estate includ- 
ing all accumulations. In the event that 
the said beneficiary shall die prior to his 
becoming twenty-one (21) years of age, the 
said trust estate and any accumulations shall 
belong to his estate and shall be paid over to 
his administrator. 
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The author, Armand Drexler, was formerly 
an attorney with the Board of Tax Appeals. 


“13. The beneficiary shall be entitled to all 
or any part of the trust estate or to terminate 
the trust estate in whole or in part at any time 
whenever said John Irving Kieckhefer or the 
legally appointed guardian for his estate shall 
make due demand therefor by instrument in 
writing filed with the then trustee and upon 
such demand being received by the trustee 
the trustee shall pay said trust estate and 
its accumulations, or the part thereof for 
which demand is made, over to said John 
Irving Kieckhefer or ‘to the legally appointed 
guardian for his estate who made such de- 
mand on his behalf.” 


The Tax Court held that since there was 
no certainty that the state court of Arizona 
would appoint a legal guardian for the pur- 
pose of taking down the corpus as provided 
in Section 13 of the trust, the gift was a gift 
of a future interest. In this connection, the 
Tax Court reviewed the law of guardian- 
ship in Arizona and also California, from 


whence the Arizona code came, and con- 
cluded: 


Such being the state of the law in Arizona 
certainly it may not be said that on the facts 
such as we have in the instant case the 
Arizona Probate Court would, as a matter 
of course, appoint a legal guardian for peti- 
tioner’s grandson for the purpose of taking 
down the trust estate before us, particularly 
where as in this case the trustee is the father 
of the minor beneficiary and already has 
under the powers granted him in the trust 
instrument the right to meet the contingent 
needs of the beneficiary for education, com- 
fort and support, even to the extent of the 
trust corpus. In that situation it may not 
be said that the beneficiary had a right 
“presently to use, possess or enjoy the prop- 
erty” but rather the conclusion must be that 
there was certainty of postponement of en- 
joyment even though there was no certainty 
of the length of the period of postponement. 
(Fondren v. Commissioner.) 


The petitioner cites and relies on the dis- 
trict court case of Strekalovsky v. Delaney. 
While in some respects the facts in that 
case appear to be similar to some of the 
facts in the instant case and there is some 
language by the court which if taken alone 
might seem to support the petitioner here, 
there is in the trust instrument here no 
such provision as paragraph “Second” upon 
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which the court there particularly rested its 
conclusion. In any event, however, it is our 
conclusion, as set forth above, that in this 
case the Supreme Court’s decision in Fondren 
v. Commissioner is controlling. 


On appeal, the Circuit Court of Appeals 
for the Seventh Circuit reversed the Tax 
Court and held that the gift was a gift of 
a present interest. It drew a distinction 
between restrictions and contingencies im- 
posed by the donor and restrictions and 
contingencies imposed by law upon minors 
and other incompetents. It held that when 
the donor imposed the limitations the gift 
was one of a future interest but when they 
were imposed by law, the gift should be 
considered a present interest. In this con- 
nection it stated: 


“The Commissioner’s reasoning reduces 
to a myth his concession that ‘gifts to minor 
beneficiaries are placed on an equality with 
gifts to adults’. At any rate, no illustration 
is given as to how a gift of a present interest 
could be made to a minor of tender years. 
In fact, in oral argument, counsel for Com- 
missioner, when pressed to give an illustra- 
tion, was unable to do so other than to sug- 
gest that it might be made to an existing 
guardian. But even so, the use, possession 
or enjoyment of such a gift would not im- 
mediately fall to the minor. It could only 
be used for his benefit and under the law 
of guardianship in such amounts and at such 
times as the guardian might deem proper. 
And it would seem, under the argument 
here advanced, that its use, possession and 
enjoyment would be restricted and subject 
to contingencies which would make it a gift 
of future interest... . 


“As heretofore shown, the fallaciousness 
of the Commissioner’s contention is the 
failure to distinguish between restrictions 
and contingencies imposed by the donor (in 
this case the trust instrument),.and such 
restrictions and contingencies as are due to 
disabilities always incident to and associated 
with minors and other incompetents. As to 
the former, it is authoritatively settled that 
a gift upon which the donor imposes such 
conditions or restrictions is of a future in- 
terest. In the latter, such restrictions as 
exist are imposed by law due to the fact 
that the beneficiary is incapable of acting 
on his own. It is our view, and we so hold, 
that such restrictions do not transform what 
otherwise would be a gift of present interest 
to one of future interest.” j 


This decision will probably cause a great 
increase in the number of trusts of the 
Kieckhefer type. In fact, if affirmed by the 
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Supreme Court, it might attain the status 
of a “model” of how to draw a trust for a 
minor and yet achieve the full exclusion 
under existing law. If reversed by the Su- 
preme Court, then the hunt for such a 
“model” will probably continue in a flurry 
of increased litigation. Variations in state 
law with respect to powers of guardians 
would probably intensify such litigation. 


Other devices are being employed which 
do not involve the creation of a formal trust. 
One consists of the creation of a so-called 
guardianship which receives the gift for the 
benefit of the minor. However, in order 
to afford the minor some degree of protec- 
tion, the guardianship agreement generally 
contains certain protective features of a type 
which are more generally found in trust 
instruments than in guardianships. The ex- 
pectation presumably is that in some way 
an indenture called a “guardianship” may be 
more likely to receive the exclusion than a 
similar income called a “trust.” This hybrid 
device would seem also to carry with it the 
prospect of further litigation. Katherine 
Schuhmacker, CCH Dec. 15,636, 8 TC 453, 
might be considered a forerunner of this 
type of case. There the taxpayer made gifts 
of stock of a family corporation to her 
grandchildren. However, in the letter mak- 
ing the gift, she directed that the stock be 
issued in the names of their respective 
fathers as guardians, who were given the 
right to vote the stock. The letter also di- 
rected that “dividend received on the stock, 
or investment of proceeds of sale of same, 
shall be accumulated or used only for bene- 
fit of the various grandchildren.” The Tax 
Court denied the exclusion on such gifts 
holding that the gifts were gifts of future 
interest. 


Still another method is to make the gift 
outright to the minor. Where the minor 
is permitted legally to accept such a gift, 
and when there are no restrictions attached, 
this would appear definitely to establish 
the exclusion. In time it may be expected 
that other means will be employed. 


Basic Weakness 


It would seem that the basic weakness 
common to all these devices is that in their 
zeal to achieve the full exclusion they over- 
look, in varying degrees, the basic purpose 
of trust itself, namely, the protection of the 
minor. Through the centuries the trust has 
provided an effective method of making sub- 
stantial gifts to a minor and yet placing the 
corpus and income of the trust in the care 
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of experienced hands until the beneficiary 
has achieved maturity. The wisdom of this 
device has been demonstrated by its con- 
tinued use through the years and need hardly 


‘be dwelt on here. The advantages of such 


protection presumably have not lessened in 
recent years. Yet, incredible as it may seem, 
it appears possible that this innocently in- 
tended and relatively inconsequential pro- 
vision of the gift tax law, if permitted to 
remain unchanged, may ultimately cause a 
greater departure from the principles of this 
basic and traditional device than any other 
single law or decision during the past several 
hundred years. Not only has it already 
caused a large number of gifts to minors to 
be made directly rather than in trust, but 
even in many instances where the trust de- 
vice continues to be employed, such as ip 
the Strekalovsky and Kieckhefer cases, it has 
caused the basic provisions of the trust to be 
so fundamentally altered, that it hardly con- 
stitutes a trust at all, as the term is tradi- 
tionally understood. The fact is that the 
basic pattern of a trust, in form and in phi- 
losophy, is fundamentally opposed to what 
constitutes a present interest under the gift 
tax law, since the very essence of the tradi- 
tional trust is postponement of full use and 
availability. Any “trust” which entirely re- 
moves this element of postponement and 
makes corpus and income immediately 
available to the beneficiary would seem to 
defeat the basic protective purpose of the 
traditional trust, and, in so doing, to risk 
the creation of legal and family problems 
far greater in scope and importance than 
the small tax consequence which brought 
about such “trust.” 


Effect on Law of Guardianship 


Existing conceptions of the law of 
guardianship may also be affected by this 
gift tax provision. Thus, the legal effect of 
incorporating in an indenture of guardian- 
ship provisions which are generally found 
in trust agreements may soon have to be 
passed on by state courts. In addition, the 
large increase in the number of gifts made 
directly to minors involves not only gifts 
of cash, but also gifts of marketable securi- 
ties and securities of closed corporations. 
Such gifts are now being made on a wide- 
spread basis and often without the under- 
standing that such securities generally may 
not be sold by the guardian without the 
approval of a court. Violation of this 
restriction on a wholesale scale may, per- 
haps, soon be expected and with it, con- 
siderable litigation. 


747 








Thus, the future interest provision of the 
gift tax law not only has caused a con- 
siderable amount of tax litigation over 
relatively trifling sums, but threatens ul- 
timately to have profound and unintended 
effects on established principles of trusts 
and guardianships. 


It might be asked why taxpayers have 
gone to such lengths to obtain a tax bene- 
fit which, by its very nature, is likely to 
save little, if any, tax. The answer lies 
partly in the fact that taxpayers have be- 
come so tax conscious in recent years that 
they often react favorably to almost any 
legitimate tax savings plan without full 
consideration of other consequences. This 
is especially true where the other conse- 
quences lie in a field with which they are 
generally not likely to be familiar, such as 
the field of trusts and guardianships. It 
might also be based partly on the fact 
that even though the tax involved may be 
small or nothing at all (a taxpayer may 
make an annual $3,000 gift of a future in- 
terest to a trust for ten. years without 
paying a tax, because of the $3,000 exemp- 
tion), the law nevertheless requires the 
annual filing both of donor and donee re- 
turns. Should the gift in trust consist of a 
present life estate and a remainder, the 
preparation of the return each year requires 
the use of actuarial tables. Thus, the pros- 
pect of avoiding considerable paper work 


may also account for the taxpayer’s eager- 
ness to achieve the full exclusion. 


However, whatever the cause, the situation 
exists and calls for prompt action. Fortu- 
nately, the solution is relatively simple. It 
would consist of amending the law to pro- 
vide that in the case of minors,’ the full 
$3,000 exclusion should apply, even though 
made in trust and even though the income 
might be accumulated, provided only that 
the minor be entitled to the accumulated 
income and corpus upon attaining his ma- 
jority. In fact, it might be desirable not 
to require that the beneficiary be entitled 
to the corpus at age 21 since it would seem 
inadvisable, as a matter of policy, to re- 
quire trusts to be terminated when the 
beneficiary is still at a relatively immature 
age. With such an exclusion, the major 
difficulties would appear to vanish. Not 
only would it virtually eliminate the current 
tax controversy over what constitutes a 
present or future interest, but also, and 
probably far more important, it would 
promptly halt the dangerous trend away 
from established and proved principles of 
trusts for minors. The revenue loss in- 
herent in this proposal would appear to be 
relatively inconsequential, but if it were 
considered to be an important factor, it 
might be made up by reducing the amount 
of exclusion or exemption, or increasing the 
gift tax rates. [The End] 





CAN INTEREST BE INCOME OR CAPITAL GAIN?— | 
Continued from page 742 





fore entitled to this deduction and the 


judgment below is affirmed.” 


To the extent that the problem here is 
similar to that in the Korell case, the deci- 
sion of the Supreme Court is good authority 
for a favorable decision to the taxpayer. It 
is the author’s opinion that the situations 
are in principle comparable, although differ- 
ences in fact do exist. They are similar be- 
cause they both involve the question of 
whether the Court will read into the law an 
“effective rate of interest” concept which is 
not there. 


Although it is generally true that premium 
is a form of reduction of interest income to 
the lender, and discount really increases the 
lender’s interest yield, the tendency of the 
courts has been to treat premium and dis- 


™The statute might even be phrased more 
broadly to include gifts in trust made to any 
incompetent beneficiary, provided the benefi- 
ciary is entitled to the accumulated income and 
corpus when the disability is removed. In fact, 
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count separately from interest. (Old Colony 
Railroad Company v. Commissioner, 3 USTC 
7 880, 284 U. S. 552 (1932); Fall River Elec- 
tric Light Company, CCH Dec. 6954, 23 BTA 
168 (1931).) In the Korell case the court 
recognized other factors contributing to the 
premium in question, yet it would not at- 
tempt to break down the premium into its 
component parts to get a true “effective rate 
of interest” result. As far as the court was 
concerned “interest” is one thing and “pre- 
mium” is another and the court refused to 
blend one into the other. Taking that ap- 
proach to the present problem, the tax- 
payer’s total receipts would be from the 
disposition of bonds. Thus, the entire incre- 
ment would constitute capital gain, and no 
portion would be held to be interest income. 

[The End] 


it might even be provided that the first $3,000 
of any gift in trust qualify for the exclusion, 
Provided that such gift be deemed to use up 
the exclusion for the income. beneficiary. 
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|. T. 4044 — 
An Apple for the Teacher 


Deducting Summer-School Expenses 


By LEEVERN JOHNSON 


ASSISTANT PROFESSOR OF BUSINESS EDUCATION 
STATE TEACHERS COLLEGE, MINOT, NORTH DAKOTA 


W ITH many teachers going to summer 
school each year, it seems timely to 
review a recent court case in which a 
teacher won the right to deduct her sum- 
mer-school expenses. 


In May of last year the Fourth Circuit 
Court of Appeals handed down a decision 
in the Nora Payne Hill case, 50-1 ustc { 9310, 
181 F. (2d) 906. That court reversed a 
lower court’s decision and allowed a deduc- 
tion for summer-school expenses. 


For some time there was considerable 
question as to whether the Commissioner 
of Internal Revenue would acquiesce to 
the court’s decision, since this would open 
up a field for deductions which had con- 
sistently been denied to teachers. Recently 
however, the Bureau of Internal Revenue 
has issued Ruling No. 4044 through its 
Income Tax Unit. This ruling not only 
clarifies the decision as to who is eligible 
to deduct expenses, but goes on to inter- 
pret the decision. The following is a con- 
densation of the ruling on the Hill case. 


Summary of Ruling 


“Summer school expenses incurred by a 
public school teacher in order to maintain 
her position are deductible as ordinary and 
necessary business expenses under section 
23 (a) (1) (A) of the Internal Revenue 
Code, and such expenses may be deducted 
in determining adjusted gross income under 
section 22 (n) of the Code. 


“In the Hill case, the taxpayer had taught 
in the public schools of the State of Virginia 
for some 27 years and had obtained the 
highest certificate issued to public school 
teachers by the State Board of Education. 


Summer-School Expenses 


She was notified of the expiration of her 
certificate and that the certificate could 
not be renewed unless she acquired college 
credits or passed an examination on five 
selected books. She elected the former 
alternative and attended summer school at 
Columbia University. 


“Thereafter she sought to deduct the 
expenses which she incurred in that con- 
nection as ordinary and necessary business 
expenses. The United States Court of Ap- 
peals for the Fourth Circuit held that such 
expenses, including tuition, room rent, cost 
of travel, and the difference between the 
cost of living at summer school and at 
home, properly constituted ordinary and 
necessary business expenses incurred in 
carrying on a trade or business which are 
deductible under section 23 (a) (1) (A) 
of the Internal Revenue Code. 


“In reaching its conclusion, the court 
stressed the fact that the taxpayer incurred 
the expenses ‘to maintain her position; to 
preserve, not to expand or increase; to 
carry on, not to «commence’. Thus it is 
apparent that the court did not hold that 
all teachers attending summer school may 
deduct their expenses as ‘ordinary and 
necessary business expenses’. In cases in 
which the facts are similar to those present 
in the Hill case, the rule of that case will 
be applied. O. D. 892, supra, is hereby 
modified to conform with this conclusion. 


“In general, summer school expenses in- 
curred by a teacher for the purpose of main- 
taining her position are deductible under 
section 23 (a) (1) (A) of the Code as 
ordinary and necessary business expenses, 
but expenses incurred for the purpose of 
obtaining a position, or qualifying for per- 
manent status, a higher position, an advance 
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“Public instruction should be the first 


object of government.’’"—Napoleon. 


in the salary schedule or to fulfill the gen- 
eral cultural aspirations of the teacher, are 
deemed to be personal expenses which are 
not deductible in determining taxable net 
income.” (I. T. 4044, 1951-2-13518.) 


The implications of this decision are per- 
haps greater than would appear on the sur- 
face. It gives the teacher the possibility 
of obtaining additional training under cer- 
tain circumstances at considerably less cost, 
for the expenses incurred in this training 
are deductible in arriving at adjusted gross 
income. Therefore, the deduction can be 
taken and, if the taxpayer’s personal deduc- 
tions are not equal to 10 per cent of his 
adjusted gross income, also the optional 
deduction. This saves the full amount of 
the tax on the money spent which, even in 
the lowest bracket, is 20 per cent. 


From the standpoint of school admin- 
istrators, it would seem that this ruling 
could be used as a means of encouraging 
teachers to obtain additional training when 
it is needed. In order to make the expenses 
deductible, the school board should make 
a condition that all faculty members or 
those with a minimum of training must ob- 
tain additional education, of say 12 to 15 
quarter hours in each three- to five-year 
period, in order to retain their positions. 
It would also seem that if a school were 
certified during the year by some agency 
such as the North Central Association, some 
teachers might be required to take addi- 
tional training in order to remain in their 
present jobs. 


On a state-wide basis, it could be used 
in connection with the raising of qualifica- 
tions for certification. If additional train- 
ing were required of a teacher in order to 
renew his certificate and continue in his 
present position, he could qualify under 
this ruling. If a state had such require- 
ments, the expenses of this additional train- 
ing would be deductible, regardless of 
whether such expenses were incurred in 
summer school or during the regular college 
year. In times of teacher shortages, the 
ruling could be used to encourage teachers 
with provisional certificates to obtain addi- 
tional training in order to renew their cer- 
tificates and continue in their present jobs. 


Many states have laws under which cer- 
tificates may be renewed either by examina- 
tion or by additional training, as was true 
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in the Hill case. However, a person who 
had allowed his certificate to lapse could 
not qualify; this would constitute training 
in order to obtain a position, and is ex- 
cluded by the ruling. 


Although the ruling clarified many situa- 
tions, there are some questions which may 
arise. One is the question of whether the 
total cost of board would have been allowed 
if it had been claimed. In the Hill case, 
the difference between the cost of board at 
home and the cost at college was claimed 
and allowed. Since meals away from home 
are allowed as business expenses in other 
types of endeavor, it would seem that the 
same type of reasoning should apply. The 
taxpayer should always keep accurate and 
detailed records of expenses He intends to 
deduct on his income tax return. He should 
itemize each expense and not attempt to 
lump them together. 


Another question arises as to the inter- 
pretation of the phrase “qualifying for per- 
manent status.” This probably refers to a 
teacher attempting to obtain a life cer- 
tificate which would not have to be re- 
newed. This would fall under “personal 
aspirations,” rather than satisfying a re- 
quirement made by school officials. 


Another question which is sure to arise 
is the status of private-school teachers. The 
ruling specifically states that it applies to 
teachers in “public schools.” This would 
seem to exclude teachers in schools which 
are privately owned and operated. There 
is one line of reasoning which seems to 
have merit in attempting to bring private- 
school teachers under the ruling. If the 
credits of a private school are certified by 
the state department of public instruction 
and, as a condition of such certification, the 
teaching staff of the private school must 
meet the state’s requirements for public- 
school teachers, then it would seem that 
such teachers have good grounds for asking 
for the same deductions as the public-school 
teachers. On the other hand, if these 
schools are not certified by the state and 
the teaching staff does not have to have 
teaching certificates, then the ruling seems 
to be quite clear that they would not be 
covered. This question undoubtedly will 
have to be decided by a test case or another 
ruling. 

This ruling can be considered a major 
victory for school people. The National 
Educational Association should be com- 
plimented on its aid and legal assistance in 
carrying the case to its successful conclusion. 

[The End] 
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T IS DOUBTFUL if any revenue meas- 

- ure in our history ever had a more check- 
ered career than did H. R. 8920, the Reve- 
nue Bill of 1950. It did not start out as a 
bill to increase the revenue. 


-The bill was originally reported by the 
Ways and Means Committee as a bill to 
reduce excise taxes and to close some loopholes 
in order that revenue might be raised with 
which to offset the excise tax reductions. 
On June 28, 1950, the House of Represent- 
atives passed H. R. 8920, the Revenue Bill 
of 1950, which was immediately sent to the 
Senate Finance Committee. Just as this 
committee began work on the House bill— 
adding thereto 192 amendments—the Korean 
conflict started. 


The Senate Finance Committee report dated 
August 22, 1950, states: 


“Military action in Korea coupled with 
substantial increases in defense and related 
expenditures has made it necessary to con- 
vert the excise tax reduction Bill, passed 
by the House in June of this year, into a Bill 
to raise revenues.” 


The nature of this bill and its many pro- 
posed amendments changed hands often 
while the Congressional committees were 
working on it. It is interesting to trace this 
revenue measure from its origin to final 
enactment, for it contains a number of drastic 
changes. 


The President’s tax message of January 
23, 1950, recommended that excise taxes be 
reduced—but only to the extent that the 
resulting loss in revenue be replaced by 
other revenue obtained from closing loop- 
holes in the present tax laws. Loopholes 
mentioned by the President were those de- 
veloped through the abuse of the tax exemp- 
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tion accorded educational and charitable 
organizations and those referred to by him 
as “temporary corporations,” now known 
as “collapsible corporations.” 


Next came the statement by Secretary of 
the Treasury Snyder on February 3 and his 
supplementary statement before the Ways 
and Means Committee on February 7. The 
Secretary also recommended the exise tax 
reduction and the closing of certain loop- 
holes incident to income derived by charita- 
ble and educational organizations, and the 
“collapsible corporation.” 


Both statements contained several other 
recommendations which were not contained 
in the law as enacted, notably, the allowance 
for depletion. The President said of this: 


“T know of no loophole in the tax laws 
so inequitable as the excessive depletion ex- 
emptions now enjoyed by all oil and mining 
interests.” 


As I will endeavor hereinafter to explain, 
many political aspects were evidenced through- 
out the discussions on the bill. 


One of the most interesting statements 
from a political angle is contained in the 
Ways and Means Committee Report of June 
23, 1950, setting forth the views of the Re- 
publican minority. It was pointed out that 
federal expenditures have increased by $10 
billion in the past two years, $6 billion of 
this increased spending having no connec- 
tion with either past wars or with national 
defense. It was stated, among other things, 
that ffad their views not been opposed by the 
Democratic majority, “Our overtaxed peo- 
ple would have had Excise Tax relief long 
ago.” Also: "We must warn the Congress 
and the American people that the sources 
of revenue to meet even present-day ex- 
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penditures are not available.” This last 


statement is often denied. 


No one will ever be able even to estimate 
how much relief or the types of relief tax- 
payers might have obtained if the Korean 
conflict had not started and the year 1950 
had not been an election year. Since many 
members of Congress were anxious to get 
home early for some election work, it be- 
came necessary to more or less rush through 
the bill. 


As in all revenue measures, the reconcili- 
ation of certain differences by the tax com- 
mittees of the two branches of Congress had 
to be ironed out and some compromises 
reached. Both the House and Senate con- 
ferees gave up issues far too numerous to 
mention here, but one important Senate 
amendment was “traded off,’”’ one which had 
previously received overwhelming support 
on the Senate floor, that is, the provision 
liberalizing the treatment of family partner- 
ships. This was most unfortunate, since it 
would have eliminated the confusion in the 
administrative and judicial determination of 
the taxability of these types of partnerships. 


The Senate merely intended to harmonize 
the rules governing interest in these part- 
nerships with those generally applicable to 
other forms of property or business. It has 
long been true that (1) income from prop- 
erty is attributable to the owner of the prop- 
erty and (2) income from personal services 
is attributable to the person rendering these 
services, and there was no valid reason for 
applying different principles to partnership 
income. 


Individuals 


The Revenue Act of 1950 will increase 
the final tax liability for 1950 and 1951 of 
the individual, the trust, the estate, the cor- 
poration, the partner. The increased tax of 
individuals is effected by a change in the 
reduction of the “tentative tax” for -years 
beginning before October 1, 1950, and end- 
ing after September 30, 1950. For any year 
having any portion thereof after October 1, 
1950, the reduction in tentative tax is elimi- 
nated entirely and the full combined surtax 
brackets and normal tax, enacted in the 
Revenue Act of 1945 and applicable for 
years beginning after December 31, 1945, 
apply this combined rate being three per- 
centage points less than the rate for the 
years 1944 and 1945. Thus, no actual rate 
changes took place, no extra computation is 
necessary and for 1951 the computation is 
actually made simpler. 
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Corporations 


Changes were made in tax rates effective 
for years beginning prior to July 1, 1950, 
and ending after June 30, 1950, and for all 
years beginning on or after July 1, 1950. 
But the old 53 per cent “notch provision” 
on incomes between $25,000 and $50,000 is 
eliminated, and the net tax liability for cor- 
poration income between $25,000 and ap- 
proximately $100,000 will actually be less. 


Other Changes 


Aside from tax-rate changes, the Revenue 
Act of 1950 made many other sweeping 
changes. It affects 27 different types of 
taxpayers with highly individualized tax 
problems or persons responsible for the fil- 
ing of tax returns. 


It contains six provisions affecting the 
eligibility of certain transactions for capital- 
assets treatment under Section 117 of the 
Code, notably the “collapsible corporation” 
discussed elsewhere. It affects the amor- 
tization of premium on convertible bonds, 
the express purpose being to overcome the 
result of the recent Supreme Court decision 
in 1950 of Commissioner v. Korell (50-1 ustc 
7 9328, 339 U. S. 619) which permitted the 
deduction from ordinary income of the 
amortization of premiums paid for a con- 
vertible bond attributable to the conversion 
feature. 


It affected the tax treatment of literary, 
musical and artistic works. Heretofore 
when an artist or author sold his rights to 
such a creation, they were considered to 
be “property,” and thus capital gain or loss 
treatment could, though not necessarily, apply 
depending upon the infrequency of such 
sales. This was an exception to the rule 
that “compensation” for personal services 
is always ordinary income. The Revenue 
Act of 1950 excludes such sales from the 
capital-asset category. Section 117 (a) (1) 
(c), however, does not exclude “inventions,” 
“patents” and “designs,” hence the amateur 
creator may still effect some tax savings if 
he otherwise complies with Section 117. It 
is at once obvious that this change reaches 
a harsh result for the artist who, after some 
years of labor, finds that all or most of his 
income is realized in one year and is subject 
to high surtax rates. 


It did not reduce excise taxes but increased 
some taxes by extending the retail sales tax 
to certain auction sales of jewelry and furs, 
by extending the manufacturers’ tax to in- 
clude both deepfreeze units and television 
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sets. It granted relief in several situations, 
as follows: 


The act exempts from income tax all serv- 
ice pay of an enlisted man located in a com- 
bat zone and $200 per month of the pay of 
a commissioned officer in a combat zone. 


It revived Code Section 112 (b) (7) of the 
Revenue Act of 1943, a provision allowing 
the complete liquidation of a corporation 
within one calendar month in 1951 and post- 
poning the gain which exceeds the undistrib- 
uted earnings. These earnings would, how- 
ever, be treated as ordinary income rather 
than capital gains. This provision would 
in most cases be disadvantageous to a cor- 
poration having a substantial amount of un- 
distributed earnings and desiring to dissolve. 


It provides that the redemption of any 
part of the stock of a corporation included 
in the gross estate ofa decedent will not be 
treated as a taxable dividend provided (1) 
the value of the stock redeemed represents 
more than 50 per cent of the value of the 
net estate of the decedent, (2) redemption 
is made within the period of the statute of 
limitations for assessment of estate tax and 
(3) the amount received for the stock does 
not exceed the combined amount of estate, 
inheritance and succession taxes plus interest 
(but it is not necessary that the money so re- 
ceived be used exclusively to pay death taxes). 


Operating losses for years beginning after 
December 31, 1949, may be carried back 
one year and carried forward five years in- 
stead of back two and forward two as in 
prior years. 


The risk of having gifts of property pre- 
viously made included in the donor’s estate 
on the grounds that they were made in con- 
templation of death has been minimized 
and has thus added a degree of security to 
estate planning. Section 501 of the 1950 act, 
effective September 23, 1950, removes from 
the scope of the contemplation-of-death 
clause all transfers, relinquishments of a 
power, etc., made more than three years 
prior to death. While this strengthens the 
government’s position in case of transfers 
made within three years before death, the 
decedent’s representative may nevertheless 
attempt to rebut this presumption. 


Loopholes 


Loopholes and their closing present one 
of the most troublesome problems today to 


both the taxpayer and the government. 
They are often brought about in this way: 
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Some taxpayers manage to take advantage 
of a relief provision which was not intended 
for them, and some are upheld by the courts. 
(Commissioner v. Wanamaker, 49-2 ustc 
9486, 178 F. (2d) 10 (CA-3).) Congress 
then seeks to close these by provisions in 
subsequent revenue laws. These so-called 
“relief” provisions and the consequent loop- 
hole-closing provisions are responsible, to 
a great extent, for the complexity and length 
of our income tax laws. 


With high tax rates coupled with further 
complexities, as from this revenue act, the 
erratic interpretations and administration 
of our tax laws become an increasingly seri- 
ous business hazard. 


Two loopholes closed by this act appear 
prominent to me, since they were recom- 
mended by the Administration (as I men- 
tioned earlier) in the initial consideration 
of the 1950 revenue bill, and I will speak of 
them in some detail. 


Section 117 (m), added to the Code .by 
the 1950 act, is intended to eliminate a method 
of tax savings which had been used by en- 
terprises of limited duration—the corpora- 
tion was caused to dissolve or “collapse” 
prior to the realization or distribution of 
substantial income. This was a device to 
avoid both the corporation tax on substan- 
tial earnings and the individual surtax on 
dividends distributed from these earnings. 


It appears that the popular use of this 
device is attributed to members of the film 
industry who form separate corporations for 
the production and distribution of one mo- 
tion picture and, upon completion of the 
picture production and before the corpora- 
tion can realize ordinary profits from the 
distribution of the finished product, cause 
the corporation to dissolve, effecting a 
distribution of the property rights to the 


picture as a liquidating dividend to the stock- 
holders. 


Segregating the definition of a collapsible 
corporation into its essential elements, it 
may be stated to be 

a corporation 

formed or availed of 

principally for the manufacture, construc- 
tion or production of 

property 

or for holding stock in a corporation so 
formed or availed of 

with a view to 

the sale or exchange of stock by its stock- 
holders, or any transaction considered to be a 


sale or exchange, such as a distribution in 
liquidation, 
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prior to the realization by the corporation 
of a substantial part of the net income to be 
derived from the property and 

the realization by the shareholders of gain 
attributable to such property. 


A corporation is not “collapsible” unless it 
is used to produce or manufacture property 
or to hold stock “with a view to” a sale, ex- 
change or distribution prior to realization of 
income by the corporation. 


A corporation is not “collapsible” unless its 
“principal” purpose is to enable the stock- 
holders to realize income created by the cor- 
poration’s productive activity before realiza- 
tion of income by the corporation. Thus, 
this statute does not apply, though the cor- 
poration is used to effectuate this prohibited 
purpose, if it also realizes and distributes an 
appreciable amount of its income in the 
usual manner. 


Hence, this new section does not seem to 
apply to the corporation which realizes a 
large income, pays the tax thereon and then 
liquidates in the ordinary manner with the 
effect that its accumulated earnings will be 
taxed to the stockholders at capital-gain 
rates upon dissolution. 


A corporation may meet all the require- 
ments of the definition of a “collapsible cor- 
poration,” yet gain realized by a stockholder 
upon a sale or distribution will not be taxed 
as ordinary income unless all of the three 
following factors are present: 


(1) A stockholder, at some time after the 
beginning of manufacture, construction or 
production, owns more than 10 per cent of 
the aggregate value of the outstanding stock. 


(2) More than 70 per cent of the gain 
recognized during any one taxable year is 
attributed to the property manufactured, 
constructed or produced. 


(3) This section shall not apply to gain 
realized after the expiration of three years 
following completion of the manufacture, 
construction or production of the property. 


Thus, if any one of these factors is not 
present, any sale or exchange of a share- 
holder’s stock will be treated for tax pur- 
poses as a sale or liquidation. 


Though the statute defines the term “col- 
lapsible corporation” with painstaking care, 
it is not difficult to visualize the difficulties 
and dangers of interpretations yet to be 
placed on statutory language such as “formed 
or availed of,” “with a view to,” “substantial 
part of the net income.” 


It has been suggested by one tax authority 
that this loophole closed by the 1950 Revenue 
Act may still be open under the special pro- 
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visions for the partially tax-free corporate 
liquidations taking place within one month 
in 1951 (Code Section 112 (b) (7)). The 
Treasury may ask Congress to replug this 
loophole. 


Further, the question has been raised as to 
whether, in an instance where all of the stock 
of one stockholder is redeemed or cancelled, 
such an exchange can come within the scope 
of the “collapsible corporation” provisions, 
since Regulations 111, Section 29.115-9, spe- 
cifically provides that a cancellation or re- 
demption by a corporation of all of the stock 
of a particular shareholder who ceases to 
be interested in the affairs of the corporation 
does not effect a distribution of a taxable 
dividend, and, therefore, the shareholder is 
entitled to capital-gain treatment resulting 
from the sale. 


For a long time the Treasury has attempted 
to deny the benefits of tax exemption to 
organizations found to be engaged in busi- 
ness operations which were considered to 
have no relations to their nonbusiness pur- 
poses but has had little success as this ap- 
proach has not been adopted by the courts 
generally except in isolated instances. The 
courts have taken a broad view in con- 
struing the more important exemption pro- 
visions, no doubt by interpreting an early 
Supreme Court decision (Trinidad v. Sagrada 
Orden de Predicadores, 1 ustc § 88, 263 U. S. 
578 (1924)) which stated that the destination, 
not the source, of income is the test in de- 
ciding the question of exemption. 


Other courts have followed a decision 
(Roche’s Beach, Inc. v. Commissioner, 38-1 
ustc J 9302, 96 F. (2d) 776 (CCA-2)) to the 
effect that a business organization which con- 
ducts no exempt activities itself may receive 
tax exemption if the ultimate receipt of its 
income is an exempt organization. 


When the House Ways and Means Com- 
mittee began its work to draft the Revenue 
Bill of 1950, it was faced with a number of 
alleged abuses of tax exemption by educa- 
tional, charitable and other organizations, 
and these abuses have been given wide pub- 
licity in newspaper and magazine articles 
following investigation along these lines by 
a Senate subcommittee headed by Senator 
Tobey. Primarily, there were three princi- 
pal abuses: (1) the unrelated business in- 
come of tax-exempt organizations; (2) the 
lease-backs from the purchase of property 
by these organizations; and (3) the “feeder” 
organizations. 


In order to come to anything resembling 
a clear understanding of the highly compli- 
cated provisions of Supplement U, the Sup- 
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plement U lease, etc., added to the Internal 
Revenue Code by the Revenue Act of 1950, 
it is necessary to consider in some detail the 
nature of these abuses or “sore spots” which 
Congress has attempted to stop by subject- 
ing such income to tax. Congress has de- 
clared that these organizations have clearly 
changed their status from that of passive 
recipients of income to that of active partici- 
pants in business. 


The way in which Congress attempted to 
deal with these transactions as finally en- 
acted in the law is discussed below. 


In recent years the number of tax-exempt 
institutions engaging in activities unrelated 
to their purpose has spread and increased 
to the extent that such activities include the 
owning and operation of businesses engaged 
in the manufacture of accessories, ceramics, 
food products, leather goods and chinaware. 


Since no tax has heretofore been imposed 
upon such income, these organizations have 
been able to increase their resources tremend- 
ously by this tax-free income and have, in 
effect, compounded their exemption privilege. 


The report of the Senate Finance Committee 
of August 22, 1950, states that “The problem 
at which the tax on unrelated business in- 
come is directed is primarily that of unfair 
competition” and that “The tax free status 
of Section 101 organizations enables them 
to use their profits tax-free to expand oper- 
ations, while their competitors can expand 
only with the profits remaining after taxes.” 


The investment in these unrelated activities 
has taken the form in numerous instances of 
the purchase of an entire business. Moreover, 
this was often done with no investment on 
the part of the tax-exempt organization, 
since the purchase price was paid out of 
subsequent earnings of the business itself. 


The new provision of the law, which is 
not retroactive, will tax the “unrelated” 
business income in excess of $1,000 in the 
case of labor, agricultural and horticultural 
organizations exempt under Section 101 (1) 
of the Code, the literary, scientific, religious 
(but not churches and association of churches) 
and other educational and charitable organi- 
zations, including hospitals, exempt under 
Section 101 (6) and the business and trade 
associations exempt under Section 101 (7). 
The tax does not apply to income of this 
type received by a church, even though the 
church is held in the name of a bishop or 
other church official. This is the first time 
that the word “church” has appeared in the 
Internal Revenue Code. 


Not all the organizations generally exempt 
under Section 101 and subsections thereof are 
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to be taxed on this “unrelated” business in- 
come—just those under the sections referred 
to above. The Supplement U tax will not 
operate to deprive an organization of its 
over-all exemption. It will apply only to 
the unrelated income of certain organizations. 


Other income will continue to be exempt 
if it was exempt under the old law. Income 
subject to this tax must be from a business 
“regularly carried on,” and the income must 
be from an “unrelated” business. Even though 
the business may be both regularly carried 
on and unrelated, it is not subject to the 
Supplement U tax if the work is carried on 
without compensation or for the convenience 
of the members, students, patients or officers 
of the organization. 


As implied by its name, a lease-back in- 
volves the purchase of property by a tax- 
exempt organization and the leasing of this 
property, usually to the same business from 
which it was purchased. This arrangement 
is apparently of recent origin. The Senate 
Finance Committee in its consideration -of 
this problem stated that it has been charac- 
terized as “the most noteworthy financial 
device of the present century.” 


The Senate Finance Committee report 
observed that under present law, an exempt 
organization need not use any of its own 
funds in acquiring such property for lease- 
back but can borrow 100 per cent of the 
purchase price. Thus “there is no limit to 
the property an exempt institution may ac- 
quire in this manner.” Among the objections 
to this device is, first, that it is not merely 
trying to find a means of investing its own 
funds at an adequate rate of return but is 
actually trading on its exemption. The second 
objection is that it is conceivable, if its use is 
not checked, that exempt organizations in 
the not-too-distant future may own the great 
bulk of the commercial and industrial real 
estate in the country. 


Congress set about to remedy this situ- 
ation by the application of a provision known 
as the “Supplement U Lease.” These are 
leases for a term of more than five years, 
and the amount of rents included in gross 
income is restricted to the same proportion 
of the rents as the borrowed funds used to 
finance the purchase of the income-producing 
property bear to the adjusted basis of such 
property. Thus, if the property was pur- 
chased with 100 per cent of borrowed funds, 
100 per cent of such rental income would 
be subject to tax as unrelated income. 


There are three primary exclusions. The 
first excludes from the tax on lease-backs 
the “related” leases, that is, those entered 
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into primarily to further the purpose of the 
organization rather than to gain special 
benefits from its tax exemption. The second 
exclusion relates to property acquired by 
gift, bequest or devise before July 1, 1950, 
and which, at the time of acquisition, was 
already subject to both mortgage and lease. 
The third exclusion limits the application of 
this tax where only part of the property is 
rented out on long-term leases. Thus, no tax 
is imposed if a substantial part of the prop- 
erty is rented out on a short-term basis and 
the long-term leases existing are spread out 
among relatively numerous leaseholders. 
Such arrangement is not believed to repre- 
sent an attempt to trade on the tax exemption. 

“Feeder” organizations are usually trade 
or business organizations owned by a tax- 
exempt Organization which receives all of 
the income of the trade or business organi- 
zations and is thereby “fed” by such organiza- 
tions. The Roche’s Beach case previously 
referred to held that a business organization, 
though conducting no exempt activities itself, 
may nevertheless receive tax exemption if the 
ultimate recipient of its income is an exempt 
organization. 

The most recent illustration of this situ- 
ation is the case of the Mueller Company 
which was held by the Tax Court in 1950 
(CCH Dec. 17,652, 14 TC 922) to be taxable 
on its income, even though this income be- 
longed to New York University which had 
acquired its macaroni business. One tax serv- 
ice facetiously captioned this case: “Uncle 
Sam Takes Bite of N. Y. U.’s Macaroni—and 
Finds There Is Dough in It.” 

It appears clear beyond doubt that such 
an Organization is not itself carrying out an 
exempt purpose. Moreover, it is obviously 
in direct competition with other taxable busi- 
nesses. The 1950 act contains an amendment 
with respect to taxable years beginning after 
December 31, 1950, providing that no organi- 
zation operated primarily in the carrying on 
of a trade or business (other than the rental 
of real estate) for profit shall be exempt 
under Section 101 merely on the grounds 
that all of its profits must be turned over 
to one or more organizations exempt under 
Section 101. This amendment is not in- 
tended to affect the exemptions now provided 
for farm cooperatives, their subsidiaries, etc., 
under subsections 12, 13 and 14 of Section 101. 

Since the whole object of the unrelated 
business tax is to reach the exempt organi- 
zation which is actively engaged in business, 
there is excluded from such income those 
items normally received such as dividends, 
interest, annuities, royalties and certain rents 
not related to the lease-back form of rent. 


EXCESS PROFITS TAX ACT OF 1950 


The origin of the Excess Profits Tax Act 
of 1950 is in Section 701 of the Revenue Act 
of 1950 which provides that the joint com- 
mittee on internal revenue taxation was “au- 
thorized -and directed” to make a complete 
study of the problems involved in excess 
profits taxation and to report its findings 
to the tax committees of the House and 
Senate. Section 701 was justifiably inter- 
preted as a “mandate” to report to the 
Eighty-first Congress a bill to tax corporate 
excess profits. The bill was signed by the 
President on January 3, 1951. 

To those familiar with World War II 
law, some understanding is at once achieved, 


though parts of this act may be most diffi- - 


cult to rationalize. 


To a considerable extent it is patterned 
from the excess profits tax law in effect 
from 1942-1945. There are significant differ- 
ences—some more complex, some perhaps less. 


Provisions of this act are set forth in new 
Subchapter D of Chapter 1 of the Code, and 
unlike the World War II law which was 
contained in a separate chapter as a separate 
tax, this is combined with income tax to com- 
prise a single tax for purposes of deficiencies, 
refunds, statute of limitations and interest 
computations. This is indeed an improve- 
ment over the old law. 


The new tax applies to the taxable years 
ending after June 30, 1950, of most corpora- 
tions but excludes seven types of corpo- 
rations such as exempt organizations, foreign 
and domestic personal holding companies, 
foreign corporations, etc. 

The tax of 30 per cent is imposed upon 
the “adjusted excess profits tax net income.” 
This base is found from the normal tax net 
income, with specific adjustménts (usually 
exclusions), less the excess profits tax credit. 


Exclusions—Net Income 
in the Taxable Year 


Adjustments to the normal tax net income’ 


comprise, for the most part, the exclusion of 
(1) all dividends received (except from for- 
eign personal holding companies) rather than 
the 85 per cent dividends received credit, 
(2) capital gains and losses regardless of 
the holding period, (3) income (or deduc- 
tions) incident to retirement or repurchase 
of bonds or notes at a discount if they were 
outstanding for more than six months, (4) the 
recovery of bad debts if the prior deduction 
for such debts was allowable in any year 
for which no excess profits tax was imposed, 
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that is, prior to January 1, 1940, and between 
January 1, 1946, and July 1, 1950. The ex- 
cess of losses over gain from the sale or 
exchange of property used in a trade or 
business (Section 117 (J) losses) is allowed 
as a reduction in computing excess profits 
net income, and net gains from similar prop- 
erty (if held more than six months) are not 
included in excess profits net income, since 
they are treated as capital-asset gains. 


Altogether there are 14 possible exclusions 
or adjustments to normal tax net income. 


Any “unused excess profits tax credit” 
may be carried back one year and, if not 
absorbed, forward five years. Thus is found 
the “excess profits tax net income” which 
is finally reduced by the “excess profits tax 
credit,” leaving the “adjusted excess profits 
tax net income” subject to tax. 


With the $25,000 minimum credit allowed, 
many small corporations will not only be 
exempt but will avoid the necessity of many 
considerations and computations. 


Excess Profits Tax Credit 


As in the World War II law, the basic 
credits are computed by using the average- 
income method or the invested-capital method, 
though the determination of these credits 
differs in some respects and both are more 
complex. As in the prior law, whichever 
method produces the least tax may be chosen. 


The computation of the earnings or base 
period credit in many instances may be fairly 
simple. This credit, as well as certain alter- 
native credits, may be taken only by com- 
panies in existence at the beginning of the 
base period, January 1, 1946. 


The best three of the four years 1946-1949 
may be selected, and if deficits exist in any 
of the selected years, they may be raised to 
zero. The average of the three best years, 
after adjustments, is reduced by 15 per cent 
to reach the earnings credit. 


The base period for corporations having 
fiscal years ending not later than March 31 is 
the four years ending with the 1950 fiscal 
year. Corporations having fiscal years end- 
ing after March 31 and before December 31, 
1950, must reconstruct 48 calendar months 
within the four calendar years. 


The adjustments necessary to determine 
the excess profits net income of the taxable 
year previously described have their coun- 
terpart in the adjusting of the base period 
net income to arrive at the average income, 
of which 85 per cent is the allowed credit. 
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Exceptions between the tax-year adjust- 
ments and the base-period adjustments most 
apt to be encountered are as follows: (1) 
both gains and losses from the sale of prop- 
erty used in the trade or business (Section 
117 (J) assets) are excluded from the base 
period excess profits net income; and (2) 
bad-debt recoveries in the base-period years 
are not excluded in computing the base period 
excess profits net income. 


To the average earnings credit is added 
the further credit for capital additions, equity 
capital and accumulated earnings increases 
in the last two of the base-period years. 


Section 722 Relief 


Those of you familiar with World War II 
law I am sure will agree that the most com- 
plex and troublesome feature of this law was 
the granting of “relief,” particularly under Sec- 
tion 722. Two forms of relief. were available, 
that is, abnormalities in income in the taxa- 
ble period (Section 721) and the general 
relief provisions (Section 722) covering ab- 
normalities in the base-period net income. 
Many of you will be reminded of your once 
jubilant hopes for relief which later became 
forlorn. 


Essentially, the difference between the old 
relief provisions and those in the new law 
is in the method of reconstructing the base- 
period earnings. Formerly, each taxpayer’s 
base-period income presented an individual 
problem with a tailor-made earnings credit 
and necessitated the exercise of wide admin- 
istrative discretion in the process of recon- 
structing the base-period earnings. 


The 1950 law attempts to reduce the re- 
construction to as close an arithmetical proc- 
ess as is possible through the use of automatic 
formulas. 


Relief similar to old Section 722 is pro- 
vided in four principal areas: 

(1) Abnormalities in the base period (Sec- 
tion 442) ; 

(2) Changes in products or services in the 
base period (Section 443); 


(3) Increase in capacity for production or 
operation during the base period (Section 444) ; 


(4) The taxpayer was a member of a 
depressed industry subgroup during the base 
period (Section 446). 


Relief by other methods is obtainable for 
“srowing corporations” in Section 435 (e) 
which provides for an alternative average 
base-period net income computation based 
on growth. New corporations, that is, those 
commencing business after the first day of 
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their base period, are afforded some relief 
by Section 445 which provides that, in lieu 
of the necessity of using only the invested- 
capital method, the taxpayer’s industry rate 
of return may be applied to the total assets 
held in good faith for the taxable year. 


The application for the benefits of the 
above-enumerated relief sections is governed 
by Section 447 (e). This means that the 
grounds for the application of any of these 
sections must be set forth in detail with the 
taxpayer’s return for the taxable year or 
within the period of time prescribed under 
Section 322 governing the amounts of credit 
or refund. Application for relief on account 
of any of the circumstances above stated 
may be made (a) with the return, (b) by 
filing a refund claim within the period of 
limitations applicable to claims for refund 
or (c) by filing an application to have the 
benefits of either of the relief formulas used 
to offset a proposed deficiency assessment 
which was determined without application 
of any of the relief provisions. 


Tax practitioners should let caution be 
their guide in this relief field, for the new 
law is full of special treatments and some 
electioris are binding, and even though relief 
may be later sought, the filing of amended 
returns and claims for refund to cover situ- 
ations not claimed on the original return 


usually causes the taxpayer and its repre- 
sentatives added trials and tribulations. 


From a fair understanding of the two reve- 
nue acts of 1950, it is not difficult to realize 
at once that there are not many loopholes 
left and that we are continually in the proc- 
ess of loophole “plugging.” Very recently 
it was announced that the Treasury looks 
with disfavor on the separate incorporation 
of branches or departments of one enterprise 
for the purpose of enjoying the specific 
$25,000 minimum credit for each such sepa- 
rate corporation. 


One may easily visualize the many con- 
troversies to ensue from the interpretation 
and administration of the new excess profits 
tax law. I recently noted a growing cor- 
poration with a ratio of total payroll for the 
last half of the base period to the total pay- 
roll for the first half of 129 per cent instead 
of the required 130 per cent. The differen- 
tial of only 1 per cent in this case would 
have approximately doubled the amount of 
credit otherwise available. 


I should also like to call attention to a 
corporation which substantially increased its 
storage capacity with a new warehouse com- 
pleted in June, 1946. Had this facility been 
completed seven months later, that is, in 
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January, 1947, it would thus have been dur- 
ing the last 36 months of the base period and 
would have qualified the taxpayer for a credit 
more than double the amount available. 


While it might be interesting to explore 
further the comparison of new relief provisions 
with the old, I believe it would be more 
profitable to present a check list of potenti- 
alities for relief under this act without any 
attempt to discuss the technicalities of the 
various relief sections. If your client should 
have any of the following conditions present, 
I suggest you examine them carefully: 


(1) Substantial increase in sales or pay- 
roll based on growth during the last two 
years in the base period (Section 435 (e), 
Alternative Income Credit); 


(2) Unusual event which interrupted oper- 
ations during the base period (Section 442); 

(3) Substantial change in products or 
services within the last 36 months of the 
base period (Section 443); 


(4) Increase in the capacity for produc- 
tion or operations (Section 444); 


(5) Began business after the first day of 
the base period or is a new corporation (Sec- 
tion 445) ; 

(6) Industry of which the taxpayer was 
a member was depressed (Section 446); 


(7) Special classes of taxpayers—regulated 
public utilities (Section 448), personal service 
corporations (Section 449), mining of stra- 
tegic minerals (Section 450); 


(8) Large expenditures for advertising 
and promotion during the base period (Sec- 
tion 451); 


(9) Inconsistent position with prior in- 
come tax liability (Section 452). 


If your client has a mining, timber, or 
natural gas operation, Section 453 should 
be checked. 


As under the prior excess profits tax law, 
special treatment is extended in Section 455 to 
taxpayers reporting income received on the 
installment basis and from long-term contracts. 


Should there be abnormal income in the tax 
year, Section 456 should be reviewed, if your 
client has contracts under the Merchant Marine 
Act, special treatment is available under the 
terms of Section 457. 


It may be that the invested-capital method 
of computing your client’s excess profits tax 
credit is indicated, and, if so, Section 458 
permits an alternative computation. If your 
client had large losses in years prior to 1940, 
this alternative method may be the proper 
one to use. 
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Possibly your client acquired another busi- 
ness subsequent to the beginning of the base 
period or is an outgrowth of some other 
business. If so, you may find that Part II 
of the act, beginning with Section 461, fits 
your client’s needs. 


Need of Tax Revision 


Instead of progress having been made 
toward the overhauling and simplification of 
the Internal Revenue Code, it seems that the 
Code has been added to and patched up un- 
til it has become a fantastically complicated 
tax structure. For this condition the Treas- 


ury must share responsibility with Congress 
and the federal courts, as the Treasury has 
framed many issues producing interminable 
litigation and doubts. 


One of our most distinguished jurists, 
Judge Learned Hand of the Court of Ap- 
peals for the Second Circuit, has confessed 
that the words of the Internal Revenue Code 
“danced before my eyes in a meaningless pro- 
cession: cross reference to cross reference, 
exception upon exception—couched in ab- 
stract terms that offer no handle to seize.” 
Remember that Judge Hand said this before 
he had seen the Excess Profits Tax Act. 


[The End] 


Judicial and Administrative Trends 
in Federal Income Taxation 


By DAVID W. RICHMOND, Attorney 
Partner, Miller and Chevalier 
Washington, D. C. 


TS IS A SUMMARY of significant 
I decisions and Bureau rulings during the 
year ended April 30, 1951. It is a check list 
and not an exhaustive discussion of the 
issues in the particular cases referred to. 


The Supreme Court during this period de- 
cided only two cases of particular signifi- 
cance in the tax field, U. S. v. Lewis, 51-1 
ustc J 9211, 340 U. S. 590, and Brown Shoe 
Company, Inc. v. Commissioner, 50-1 ustc 
q 5958, 339 U. S. 583. 


U. S. v. Lewis 


In his 1944 income tax return, the tax- 
payer reported $22,000 as a bonus received 
during that year from his employer. As a 
result of subsequent litigation in a state 
court, the bonus was recomputed, and the 
taxpayer was required to return $11,000 in 
1946. In the meantime, he had used the 
$22,000 for his own purposes. The taxpayer 
contended that the $11,000 was not income 
in 1944, since it was received under “mistake 
of fact.” The government contended that 
the $22,000 was all income in 1944, and that 
the taxpayer should have deducted the $11,000 
repayment as a loss in his 1946 return. The 
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Supreme Court held that the “claim of 
right” doctrine, announced in North Ameri- 
can Oil Consolidated v. Burnet, 3 ustc { 943, 
286 U. S. 417 (1932), had not been impaired, 
and that there was no exception to this doc- 
trine for money received under a “mistake 
of fact.” The Court quoted from its North 
American opinion: 


“If a taxpayer receives earnings under a 
claim of right and without restriction as to 
its disposition, he has received income which 
he is required to return, even though it may 
still be claimed that he is not entitled to 
retain the money, and even though he may still 
be adjudged liable to restore its equivalent.” 


Brown Shoe Company, Inc. 
v. Commissioner 


Various community organizations furnished 
cash and property to the taxpayer as an 
inducement to the company to locate a plant 
in the community. The taxpayer treated the 
cash and property as contributions to its 
capital, even though the cash and property 
were supplied by nonstockholders. It claimed 
depreciation on the property contributed 
and on other property purchased with the 
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cash contributed. The Commissioner con- 
tended that the cash and property were not 
contributions to capital and that no depre- 
ciation was allowable to the taxpayer, either 
with respect to the property contributed or 
with respect to the property acquired with 
the contributed cash, citing Detroit Edison 
Company v. Commissioner, 43-1 ustc {J 9418, 
319 U. S. 98. The Supreme Court distin- 
guished Detroit Edison on the ground that 
in that case the payments in question were 
made by customers as a part of the price 
of the service rendered by the utility, while 
in this case no such element was present. 
The Court held that the property donated 
and the property purchased with donated 
cash were subject to depreciation. 


Payments to Widow 
of Deceased Employee 


I. T. 3329, issued by the Commissioner 
in 1939, held that a payment by an employer 
to the widow of a deceased employee was 
a gift and not taxable income on the ground 
that the widow had rendered no service to 
the employer and therefore amounts re- 
ceived by her were not compensation for 
services. Since that time, I. T. 3840 and 
I. T. 3972 and decisions such as Varnedoe 
v. Allen, 46-2 ustc 7 9395, 158 F. (2d) 467 
(CCA-5), Sutro v. U. S., 42-2 ustc J 9523 
(DC Calif.), and Aprill, CCH Dec. 17,275, 
13 TC 707 (1950), had confused the matter. 
I. T. 4027, 1950-2 CB 9, modified I. T. 3329 
and held that payments by an employer to 
a widow of a deceased employee, after Jan- 
uary 1, 1951, in consideration of services 
rendered by the deceased employee, consti- 
tute taxable income, regardless of the ex- 
istence of a plan for such payments and 
whether “voluntary or involuntary, definite 
or indefinite.” 


Sale of Breeding Animals 


Section 117 (j) gives capital gain-treat- 
ment to the sale of “property used in the 
trade or business” of the taxpayer if 
the recognized gains in the year exceed the 
losses from such sales, provided the prop- 
erty is not held by the taxpayer primarily 
for sale to customers in the ordinary course 
of his trade or business. This proviso has 
given rise to much litigation with respect 
to animals culled from breeding herds. The 
Commissioner has taken the position that 
since animals in the breeding herd will ulti- 
mately be sold, they are held primarily for 
sale in accordance with Section 117 (j). The 
Commissioner has lost a number of these 
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cases, and has finally modified his position. 
Bureau Information Release No. 3, issued 
April 18, 1951, allows capital gain treatment 
where the culls have been held in the breed- 
ing herd for the full period of their useful- 
ness. (See U. S. v. Bennett, 51-1 ustc ¥ 9130, 
186 F. (2d) 407 (CA-5).) The Tax Court, 
however, in For, 16 TC —, No. 103 (1951), 
adopts a more liberal approach, holding that 
the culls can be treated as capital assets so 
long as they have been held in the breeding 
herd long enough to prove their breeding 
capacity. 


Sale of Land with Growing Crop 


The Tax Court has uniformly held that 
where land is sold with a growing crop on 
it, the gain attributable to the growing crop 
is ordinary income. See, for example, Wat- 
son, CCH Dec. 17,976, 15 TC —, No. 104 
(1950) and McCoy, CCH Dec. 17,978, 15 TC 
—, No. 106 (1950). The District Court of 
Florida, however, in Irrgang v. Fahs, 50-2 
ustc 7 9519, 94 F. Supp. 206, held that the 
entire gain from the sale of such property 
is capital gain. This case involved a citrus 
grove, and the court said that the taxpayer 
was not in the business of selling unripe 
fruit on the trees, but was rather in the 
business of selling matured fruit. It held 
that the sale of unripe fruit on the trees was 
therefore not the sale of property held pri- 
marily for sale to customers in the ordinary 
course of trade or business. The reasoning 
of the district court seems unsound, and the 
Irrgang case probably will be reversed by 
the fifth circuit, to which it has been ap- 
pealed by the collector. 


Sale of War Housing 


There have been a number of cases dur- 
ing the last year involving the question of 
whether gain on housing built during the 
last war, at a time when there were re- 
strictions on its sale, is to be treated as cap- 
ital gain or ordinary income. The issue in 
these cases is whether the property was 
held primarily for sale in the ordinary course 
of business (Delsing v. U. S., 51-1 uste § 9125, 
186 F. (2d) 59 (CA-5); Self, CCH Dec. 
17,666(M), 9 TCM 421 (1950); Rubino v. 
Commissioner, 51-1 ustc J 9124, 186 F. (2d) 
304 (CA-9); Larson v. Korth, 50-2 vustc 
¥ 9382, 92 F. Supp. 704 (DC Utah) ; McGah, 
CCH Dec. 17,782, 15 TC 69 (1950).) If the 
houses were constructed and held primarily 
for rental purposes and later sold, the gain 
is capital gain. If the houses were constructed 
and held primarily for sale, even though 
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they had to be rented for a short period, the 
gain is ordinary income, These cases pre- 
sent a difficult question of fact, particularly 
since the houses which the taxpayers claim 
were built for rental purposes were often 
constructed by those who were recognized 
builders, ordinarily building for sale. 


OPA Payments in Excess 
of Ceiling Prices 


In Sullenger, CCH Dec. 16,735, 11 TC 1076 
(1949), the Tax Court held that amounts 
paid by the taxpayer to wholesale meat 
packing firms in excess of OPA prices were 
properly considered a part of the cost of 
goods sold. The Commissioner contended 
that the excess amounts were really bribes 
to get the wholesalers to sell meat to the 
taxpayer at the ceiling price, and that the 
excess must be viewed as a deduction, 
granted only as a matter of legislative grace. 


The court said that “the Commissioner 
has always recognized, as indeed he must, 
to stay within the Constitution, that the 
cost of goods sold must be deducted from 
gross receipts in order to arrive at gross 
income. No more than gross income can 
be subjected to income tax upon any theory.” 


In spite of the recognized soundness of 
the Tax Court’s decision in the Sullenger 
case, the Commissioner continues to force 
the taxpayer to litigate this question. There 
were at least four of these cases in the Tax 
Court during the past year: Gentry, CCH 
Dec. 18,116(M), 10 TCM 134 (1951); Gumin- 
ski, CCH Dec. 18,157(M), 10 TCM 173 
(1951); Piper, CCH Dec. 18,163(M), 10 
TCM 179 (1951); and Couch, CCH Dec. 
18,164(M), 10 TCM 180 (1951). 

With respect to penalties paid for viola- 
tions of OPA ceiling prices, the courts have 
sometimes decided in favor of the taxpayer 
and sometimes in favor of the Commissioner, 
depending on whether the violations were 
unintentional and not inconsistent with rea- 
sonable care. The principles laid down by the 
Second and Ninth Circuit Courts in Ross- 
man Corporation v. Commissioner, 49-2 ustc 
$9333, 175 F. (2d) 711 (CA-2), and Na- 
tional Brass Works, Inc. v. Commissioner, 50-1 
usTc J 9316, 182 F. (2d) 526 (CA-9), are to 
the effect that where the allowance of a de- 
duction for a penalty would frustrate the 
policies of the legislation involved, the de- 
duction should be disallowed; where, how- 
ever, the allowance of a deduction for a 
penalty would not frustrate the policies of 
the legislation involved, the deduction should 
be allowed. The Commissioner apparently 
contends that any penalty paid for a viola- 
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tion of OPA ceiling prices, regardless of the 
innocence of the violation, is not deductible 
since the allowance of such a deduction 
would be contrary to public policy (Henry 
Watterson Hotel Company, CCH Dec. 17,997, 
15 TC —, No. 115 (1950)). See, also, I. T. 
4042, 1941-1-13511, relating to fines paid 
by trucking companies for violations of 
state laws regarding weight limitations. 


Sale of Partnership Interest 


For a number of years the Commissioner 
has contended that where a partner sells his 
interest in the partnership, it is really the 
sale of his interest in each of the partner- 
ship assets. Accordingly, the Commissioner 
has contended that gain is capital gain or 
ordinary income, depending upon the nature 
of the particular asset involved. Taxpayers, 
on the other hand, have contended that a 
partnership interest is a capital asset, quite 
apart from the individual assets of the part- 
nership, and that the sale of the partnership 
interest gives rise to a capital gain. After 
losing in five circuits, the Commissioner in 
1950 issued G. C. M. 26379, 1950-1 CB 58, 
holding that the sale of a partnership inter- 
est is a sale of a capital asset. The ruling 
also held, however, that “payments made to 
a retiring partner which represent his dis- 
tributive share of earnings for past services 
should be treated as ordinary income rather 
than the proceeds derived from a sale of 
his interest.” 


50-2 ustc 


In Swiren v. Commissioner, 
{ 9384, 183 F. (2d) 656 (CA-7), the taxpayer 
was a member of a law partnership. When 
he sold his partnership interest a substan- 
tial portion of the cash received on the 
sale was attributable to fees earned by 
the old partnership but not collected at the 


time of the sale of his interest. The Com- 
missioner contended that the quoted portion 
of the G. C. M. should control and that 
this part of the cash should be taxed as 
ordinary income. The Seventh Circuit, with 
one judge strongly dissenting, held that 
there had been a sale of a partnership in- 
terest, which was a capital asset, and the 
nature of the underlying partnership assets 
was immaterial. The court, therefore, ap- 
proved the taxpayer’s treatment of the en- 
tire gain as capital gain. The Commissioner’s 
petition for certiorari was denied, but the 
Commissioner will probably continue to liti- 
gate cases in which the consideration paid 
upon the sale of a partnership interest 
represents in part the distributive share of 
the retiring partner for earnings from past 
services. 
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Income v. Gift 


In Kirby Lumber Company v. U. S., 2 ustc 
7 814, 284 U. S. 1 (1931), the Supreme 
Court held that where the taxpayer pur- 
chased its own bonds in the open market at 
less than par, the difference between pur- 
chase price and par was income, since assets 
in that amount, previously offset by the obli- 
gation of its bonds, were thereafter available 
to the taxpayer. Some doubt about this de- 
cision was raised by the case of American 
Dental Company v. Helvering, 43-1 ustc 
{ 9318, 318 U. S. 322. In that case the tax- 
payer owed past due bills for merchandise, 
and also owed back rent. These obligations 
were all cancelled by its creditors, and the 
Supreme Court held that the amount can- 
celled constituted a gift to the taxpayer and 
was not taxable income. Later, the Supreme 
Court, in Commissioner v. Jacobson, 49-1 ustc 
{ 9133, 336 U. S. 28, considered another case 
involving the acquisition of bonds from 
holders at less than their face amount. The 
Court held that the difference between the 
acquisition price and the face amount was 
income to the issuer, there being no intent 
to make a gift. The court felt that the 
intent of the holders of the bonds was to 
get the highest possible price for their bonds. 

In view of the somewhat confused pic- 
ture presented by these three decisions, it-is 
not surprising that the tax consequence of 
forgiveness of indebtedness continues to be 
litigated. During the past year the problem 
was presented to the Court of Claims in 
Marshall Drug Company v. U. S., 51-1 ustc 
{ 9192, 95 F. Supp. 820, and to the Eighth 
Circuit in Reynolds v. Boos, 51-1 ustc § 9205. 
In the Marshall Drug case, the taxpayer was 
in financial difficulties and as a part of a 
reorganization plan, its trade creditors took 
less than the face amount of their bills, and 
cancelled the balance. The Court of Claims 
held that the amount cancelled constituted 
income, there being no intention to make a 
gift. Certiorari was denied. In the Reynolds 
case, the taxpayer had accrued and deducted 
rent in excess of the amount paid. The 
unpaid amount was later forgiven by the 
landlord when the lease was renewed. The 
court held that the amount forgiven was a 
gift in spite of the taxpayer’s benefit in 
earlier years from deductions at the time 
the rent was accrued. The decision in the 
Marshall Drug case seems sound, but the 
soundness of American Dental and Reynolds 
v. Boos is quite doubtful. 


Sale and Lease-back 


Much has been written about the sale 
and lease-back device, and the tax problems 
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arising from such arrangements are just 
beginning to get to the courts. Taxpayers 
have met with varying success, depending 
somewhat on whether or not the purported 
sale was a real sale at arm’s length or a 
sham involving close relatives or other 
related taxpayers. In Shaffer Terminals, 
Inc., CCH Dec. 18,120, 16 TC No. 44 (1951), 
the taxpayer executed a sale and lease-back 
by which it purported to sell equipment to 
a partnership composed of its sole stock- 
holders, and simultaneously to lease it back. 
The corporation had exclusive right to 
lease the equipment and a first option to 
purchase it in the event the partnership was 
dissolved. The Tax Court held that the 
alleged rent was not deductible. In White 
v. Fitzpatrick, 51-1 ustc 19183 (DC Conn.), 
the husband gave his wife a patent. The 
wife granted a license to her husband, who 
thereafter made royalty payments to her. 
The district court held that the so-called 
royalty payments were not deductible. In 
Century Electric Company, CCH Dec. 17,192, 
15 TC No. 581 (1951), the taxpayer failed 
to convince the Tax Court that it had made 
a true sale and lease-back. The taxpayer 
conveyed property used in its business 
to a college at a price less than the tax- 
payer’s basis. The college leased the prop- 
erty to the taxpayer for 95 years, sub- 
ject to earlier cancellation. The court 
refused to recognize the loss which the tax- 
payer claimed on the sale to the college, 
and instead held that there was simply an 
exchange of property for a 95-year lease- 
hold, and that no loss was recognizable on 
such an exchange under Sections 112 (b) 
(1) and 112 (e) relating to exchanges solely 
in kind. This case is on appeal to the 
Eighth Circuit. In May Department Stores 
Company, CCH Dec. 18,150, 16 TC —, No. 
67 (1951), the taxpayer convinced the Tax 
Court that where it sold real estate for 
cash and bonds to four individuals, and 
took back a lease on the property for 20 
years without renewal privileges, there was a 
bona fide sale of the property and the 
resulting loss was deductible. 


Purchase of Stock 
v. Purchase of Assets 


In Koppers Coal Company, CCH Dec. 
15,179, 6 TC 1209 (1946), the Tax Court 
held that where the taxpayer acquires stock 
in order to get the assets of a corporation, 
the basis of the assets so acquired is the cost 
of the stock, rather than the basis of the 
assets in the hands of the old corporation. 
Some revenue agents are contending that 
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the Koppers Coal Company decision does 
not apply to taxable years after 1936 when 
Section 112 (b) (6) assumed its present 
form. The result of this contention would 
be that where stock is purchased to get 
assets, and the assets are required by the 
purchaser through a Section 112 (b) (6) 
liquidation, the basis of the assets to the 
taxpayer is the basis of the assets in the 
hands of the old corporation. This position 
appears to be untenable, however, in view 
of the recent decision of the Fifth Circuit 
in Kimbell-Diamond Milling Company v. Com- 
missioner, 51-1 ustc 7 9201, 187 F. (2d) 718. 
In this case the taxpayer’s mill was de- 
stroyed by fire in 1942, when its basis was 
$19,000. The taxpayer collected insurance 
in the amount of $118,000, to which it added 
$92,000 and bought the stock of X corpora- 
tion which had a mill that the taxpayer 
wanted. The taxpayer promptly dissolved 
X corporation. The taxpayer took the posi- 
tion that the basis of the mill so acquired 
was the same as the basis in the hands of 
X corporation, under Sections 112 (b) (6) 
and 113 (a) (15). The Commissioner con- 
tended that the basis of the new mill was 
its cost, that is, the adjusted basis of the 
old mill ($19,000) plus the $92,000 added 
by the taxpayer, and that Section 112 (b) 
(6) does not apply in such a situation since 
the taxpayer’s sole intention was to get 
the assets. The court held that there was 
only one transaction, the purchase of assets, 
and that the basis of the assets acquired is 
therefore the basis of the property de- 
stroyed, under Section 113 (a) (9), plus the 
cash in excess of the insurance. 


Inventory Adjustment 


The taxpayer’s return for 1945 gave no 
information regarding inventories. The 
Commissioner accepted the taxpayer’s later 
reconstruction of closing inventory for 1945 
based in part on the inclusion of old mer- 
chandise, but he refused to adjust the open- 
ing inventory for 1945 to reflect the same 
merchandise. The Tax Court, in Carmichael 
Tile Company, CCH Dec. 17,612(M), 9 TCM 
351 (1950), on appeal to CA-5, held that 
the Commissioner must be consistent and 
adjust the opening inventory, otherwise, 
distortion of income would result. 


Allocation Under Section 107 


In two recent cases the courts held that 
a partner in a law partnership is entitled to 
apply Section 107 to his share of fees re- 
ceived by the partnership for services during 
a period which began prior to his becoming 


Kentucky Institute 


a partner. Both courts affirmed the Tax 
Court decision (Commissioner v. Marshall, 
51-1 ustce 99127, 185 F. (2d) 674 (CA-3), 
and Commissioner v. Nielson, 51-1 ustc § 9181, 
187 F. (2d) 233 (CA-9).) 


When Income Realized 


In Sproull, CCH Dec. 18,080, 16 TC —, 
No. 32 (1951), a corporation paid to a 
trustee, in 1945, the sum of $10,500 as com- 
pensation for services rendered by the tax- 
payer in prior years. The trustee was 
directed to hold, invest and pay the fund 
to the taxpayer in equal installments in 
1946 and 1947. The taxpayer contended he 
should be taxed on the amounts when he 
received them in 1946 and 1947. The Com- 
missioner contended that the entire $10,500 
was taxable income to the taxpayer in 1945. 
The court conceded that the doctrine of 
constructive receipt did not apply because 
the taxpayer could not reduce the money 
to his possession in 1945 and he had no 
control of the corporate action establishing 
the trust. The court held, however, that 
the entire amount was income to the tax- 
payer in 1945, basing its decision on the 
doctrine of “cash equivalent.” The court 
said that the establishment of the trust 
conferred “an economic or financial benefit 


on petitioner properly taxable to him in 
1945.” 


Sale of Own Stock by Corporation 


Section 29.22 (a)-15 of Regulations 111 
provides in part: “But if a corporation deals 
in its own shares as it might in the shares 
of another corporation, the resulting gain 
or loss is to be computed in the same man- 
ner as though the corporation were dealing 
in the shares of another...” 

The Tax Court has held that this regula- 
tion does not apply where the taxpayer deals 
in its own stock, not with the profit motive, 
but to satisfy contractual obligations, equal- 
ize shareholders, eliminate a shareholder 
wanting to retire, implement an employee 
participation plan, or keep control within a 
particular group, because these are not re- 
sults which could be reached by dealing in 
the shares of other corporations. The Com- 
missioner contended that where the tax- 
payer acquires its stock for resale, holds 
the stock in its treasury and later resells, 
it is taxable on any gain arising from the 
transaction, regardless of the taxpayer’s 
motive. In Commissioner v. H. W. Porter & 
Company, Inc., 51-1 ustc J 9240, 187 F. (2d) 
939, the Court of Appeals for the Third 
Circuit agreed with the Commissioner. 


[The End] 
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Commissioner v. Wilcox 


‘*Moral Turpitude Is Not 
a Touchstone of Taxability”’ 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 


al | ORD, hou schulde God approve that 
4 thou robbe Petur, and gif this robbere to 
Poule in the name of Crist?”’* In a more 
secular vein, should the court approve of 
one’s having to give fruitage of his embezzle- 
ment to the collector of internal revenue? 


Laird Wilcox, a hired bookkeeper, pocketed 
some $12,748.60 that crossed his desk, 
neglecting to credit the customers’ accounts 
or his employer’s accounts receivable with 
the cash. The money he lost in gambling. 
Eventually he was convicted of embezzle- 
ment and off he went to jail. Thither went 
the Commissioner of Internal Revenue, his 
cap pulled low over his eyes, and he de- 
manded out of the corner of his mouth, 
“How’s about my bite?” “I won’t split with 
you,” yelled Wilcox; “since I had no claim 
to that money, I held it as my employer’s 
and it was never taxable income to me.” 
“Reflect,” urged the Commissioner darkly, 
“that your full control over the embezzled 
funds was of obvious economic benefit to 
you, and any benefits may be taxed, for 
Congress intended to reach al] gains, not 
merely the lawful kind.” 


On February 25, 1946, Mr. Justice Murphy 
delivered the opinion of the Supreme Court: 


“The very essence of taxable income, as 
that concept is used in Section 22 (a), is 
the accrual of some gain, profit or benefit to 
the taxpayer. This requirement of gain, of 
course, must be read in its statutory context. 
Not every benefit received by a taxpayer 
from his labor or investment necessarily 
renders him taxable. Nor is mere dominion 
over money or property decisive in all cases. 
In fact, no single, conclusive criterion has 
yet been found to determine in all situations 
what is a sufficient gain to support the im- 
position of an income tax. No more can be 





1 John Wyclif, Selected English Works (Ox- 
ford, Oxford University Press, 1871), Vol. ITI, 
p. 174. These words were written in 1383. 
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said in general than that all relevant facts 
and circumstances must be considered .... 


“For present purposes, however, it is enough 
to note that a taxable gain is conditioned 
upon (1) the presence of a claim of right 
to the alleged gain and (2) the absence of a 
definite, unconditional obligation to repay or 
return that which would otherwise constitute 
a gain. Without some bona fide legal or 
equitable claim, even though it be contingent 
or contested in nature, the taxpayer cannot 
be said to have received any gain or profit 
within the reach of Section 22 (a) .... Nor 
can taxable income accrue from the mere 
receipt of property or money which one is 
obliged to return or repay to the rightful 
owner, as in the case of a loan or credit.... 


“We fail to perceive any reason for ap- 
plying different principles to a situation 
where one embezzles or steals money from 
another. Moral turpitude is not a touchstone 
of taxability. The question, rather, is 
whether the taxpayer in fact received a 
statutory gain, profit or benefit. That the 
taxpayer’s motive may have been repre- 
hensible or the mode of receipt illegal has no 
bearing upon the application of Section 22 (a). 


“It is obvious that the taxpayer in this 
instance, in embezzling the $12,748.60, re- 
ceived the money without any semblance of 
a bona fide claim of right. And he was at 
all times under an unqualified duty and. 
obligation to repay the money to his em- 
ployer .... The debtor-creditor relationship 
was definite and unconditional. All right, 
title and interest in the money rested with 
the employer. The taxpayer thus received 
no taxable income from the embezzlement. 


“This conclusion is unaltered by the fact 
that the taxpayer subsequently dissipated all 
of the embezzled funds in gambling houses. 
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The loss or dissipation of money cannot 
create taxable income here .... Likewise, 
the fact that a theft or loan may give rise 
to a dedtctible loss to the owner of the 
money does not create income to the em- 
bezzler or the borrower. . 


“Sanctioning a tax under the circumstances 
before us would serve only to give the United 
States an unjustified preference as to part 
of the money which rightfully and com- 
pletely belongs to the taxpayer’s employer.” ” 


“Embezzled funds can now conclusively 
be considered exempt from federal income 
tax as a result of the Supreme Court’s deci- 
sion in Wilcoxr.”* “In Comm. v. Wilcox... 
it was held that embezzled funds are not 
income to the embezzler because of the 
absence of a bona fide legal or equitable 
claim to the gain and the presence of a 
definite, unconditional obligation to repay or 
return.” * “It appears likely that the Govern- 
ment will continue to urge that the rationale 
of the Wilcox case should be restricted to 
its facts, despite the generally stated criteria 
that income is not taxable if received with- 
out any semblance of a bona fide claim of 
right and under an unqualified duty and 
obligation to repay.” ® 


MMEDIATELY there was a rush of all 

types of malfactors to gain tax exemption 
under this principle, and one court was 
obliged to explain: “The Wilcox case does 
not stand for the proposition that all funds 
‘fraudulently or illegally acquired’ are non- 
taxable .... Even if we were to adopt [the 
taxpayer’s] ... suggestion and denominate 
these various receipts as ‘extortion’, the re- 
sult would not be otherwise.” ° 


Thus an individual induced a widow to 
give him $272,200 to exploit a trove of 
“hidden gold,” which he then claimed to 
have dug up but which (he said) happened 
to get hijacked in transit. She, “chagrined,” 
did nothing; and the swindler was taxed on 
the income. He urged “that the legal principle 
involved is similar to that in . . . Commis- 
sioner of Internal Revenue v. Wilcox . 

The Commissioner insists that this case is 
distinguishable . . . in that the title to em- 
bezzled funds does not pass to the embezzler, 


246-1 ustc {| 9188, 327 U. S. 404 (1946). 

3’ Maurice P. Geller and Elmer A. Rogers, 
“Embezzlement Has Its Tax Problems, Too,’’ 
TAxES—The Tax Magazine, December, 1948, 
p. 1097, at p. 1100. 

‘Herman H. Krekstein, ‘‘When Are Embezzle- 
ment Losses Deductible,’’ Proceedings of the 
New York University Seventh Annual Institute 
on Federal Taxation (Albany, Matthew Bender 
& Company, Inc., 1948), p. 50n. 
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whereas inthe present case [he] ... was 
guilty of swindling, and that the title to the 
money so obtained passed to him under the 
statute of Texas .... Moreover, a trans- 
action induced by fraudulent representations 
is not void but voidable, and, in the absence 
of an election to rescind, title that passed 
in such a transaction will continue in the 
recipient.” * 


rT’ HE MANAGER of a wholesale grocery 

business counterfeited OPA stamps, with 
which he purchased sugar in the company’s 
name. The sugar he had sold above ceiling 
prices, retaining the differential himself. 
Vainly did he cite Wilcox and similar deci- 
sions, for “these cases are clear instances 
of embezzlement, with that fact established, 
and the court’s holdings were that embezzled 
funds as such were not income. We are not 
convinced, however, that we have here an 
embezzlement of the company’s funds. 
Money paid for the securing of sugar by 
issuing forged ration stamps and making of 
false certificates does not constitute .m- 
bezzlement, even though the money is paid 
in connection with the securing and selling 
of sugar in the company’s name.” ® 


Likewise taxed was a chief stockholder 
who received a part of the overceiling prices 
paid to his packing house corporation. “Here, 
there was no question but that the corpora- 
tion received full payment for all meats sold by 
it, and the additional income to... [him] re- 
sulted from the collection of what was in effect 
a premium for such sales by the corporation 
which he controlled as president and principal 
stockholder .... Hence we find the Wilcox 
case no authority for holding ... [him] not 
liable for the tax evasion here charged.” 


A corporation was informed by its sales 
manager that he would require a consulting 
engineer for a technical matter; the corpora- 
tion paid its sales manager, who actually 
had rendered the services under an assumed 
name. When this sly device was discovered 
in a subsequent year, the sales manager 
agreed that the consultant fee could be de- 
ducted from his future remuneration. It 
was taxed to him in the year of receipt. 
“Commissioner v. Wilcox ... is distinguish- 
able, among other respects, in that there was 





5 Meyer Rothwacks, ‘‘Criminal Tax Prosecu- 
tion,’’ The American University Tax Institute 
Lectures (Albany, Matthew Bender & Company, 
Inc., 1948), Vol. I, p. 284. 

6 Estate of Joseph Nitto, CCH Dec. 17,294, 
13 TC 858 (1949). 

7 Akers v. Schofield, 48-1 ustc { 9249, 167 F. 
(2d) 718 (CCA-5, 1948). 

8 Petit, CCH Dec. 16,475, 10 TC 1253 (1948). 

°U. 8S. v. Chapman, 48-1 ustc J 9312, 168 F. 
(2d) 997 (CCA-7, 1948). 


765 





obviously never any possible claim of right 
on the part of the taxpayer to the money he 
had embezzled, while here the services ac- 
tually performed by ... [the manager] un- 
der the name [assumed] . . . and for which 
... [he] received the disputed amounts were 
services performed in addition to those 
which . . . [he] was obligated to perform 
under his regular contract... ; and having 
so actually performed such additional serv- 
ices ... [he] had a claim of right to the 


compensation therefor, notwithstanding that 
payments thereof were made by ... [him] 
and received by him under the fictitious 
name [adopted] ....”” 


An individual sold bonds but did not re- 
port the income, as he learned that they had 
been stolen; he felt that he had realized no 
income as he had to account to the true 
owner for the proceeds. “The taxpayer relies 
on the recent decisi n of the Supreme Court 
in Commissioner v. Wilcox .... [But] the 
bonds were beare’ bonds, negotiable upon 
delivery, and they were received by the tax- 
payer ... in good faith and without notice 
that they were stolen; and hence from all 
that appears, he was a holder in due course 
capable of taking title even from the thief, 
under the established rule... . [He] re- 
ceived them . . . without the obligation to 
return the proceeds to the owners” and he 
was taxed.” 


EPUTED embezzlement of one’s own 

corporation may not be recognized— 
for tax purposes. The dominant stockholder 
of a company diverted income to himself, 
and its receipt was taxed as a dividend. “Nor 
can... [he] escape liability by contending 
that he is an embezzler within the scope of 
Commissioner v. Wilcox... ; the... [trial] 
court . .. found that he did not intend to 
embezzle from his own corporation. In 
short the case is one of an individual at- 
tempting to evade taxes on himself and on 
his corporation.” ” 


The chief executive of a construction com- 
pany secretly abstracted receipts and falsely 
charged them to expenses instead of divi- 
dends. “We are of the opinion that the 
facts of the case at bar are clearly distin- 
guishable from those of Commissioner v. 
Wilcox .... There was evidence from which 
the jury was entitled to infer that the money 


10 Winebrenner, CCH Dec. 16,189(M), 6 TCM 
1315 (1947). 

1 Greenfeld v. Commissioner, 48-1 ustc { 9130, 
165 F. (2d) 318 (CCA-4, 1947). 

122 Currier et al. v. U. 8., 48-1 ustc J 9191, 166 
F. (2d) 346 (CCA-1, 1948). 
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received by the [executive] 
dividend.” 


A wife is a better instrumentality from 
which to embezzle than is a wholly owned 
corporation. A husband applied to his own 
use some $20,000 that his wife gave him to 
purchase securities for her. He was not 
taxed, as he “had no right or color of right 
to the funds he converted and received .... 
Under the authority of the decision of the 
Supreme Court in the Wilcox case, the 
[Commissioner’s] . . . determination in this 
proceeding is reversed.”™ 


was a 


T HE Wilcox rationale has been applied to 
situations where there was no taint of 
dishonesty. A manufacturer received amounts 
from his distributors that he was obliged 
te use for national advertising. The Com- 
missioner vainly argued that the excess of 
receipts over expenditures in the taxable 
year was income; the court found that the 
Wilcox case was controlling, for the man- 
ufacturer “did not receive the bottlers’ con- 
tribution as its own property. They were 
burdened with the obligation to use them 
for national advertising. No gain or profit 
was realized on their receipt because of this 
offsetting obligation.” * 


Compensation that ultimately must be re- 
turned falls under this rationale. An em- 
ployee received a bonus based upon profits; 
when his employer’s profits were reduced 
by renegotiation, he had to refund part of 
the bonus, which, however, could not be 
taxed to him in the year of its receipt. “For 
the Government to insist upon keeping taxes 
paid to it by a taxpayer under the mistaken 
belief that he has received income for his 
own use and benefit, when in fact he re- 
ceived it only by reason of an honest mis- 
take, and was obliged to and did give it 
back and got no benefit from it, there is 
nothing to be said morally .... We are 
asked to hold that an honest man who re- 
ceived money under a mistake and im- 
mediately restored it when the mistake was 
discovered, must pay an income tax upon 
it, whereas an embezzler who received money 
and used it...and did not restore it to the 
rightful owner, owes the Government no 
tax. We would suppose that if their was to 
be a difference in the treatment of these two 
situations, the difference should be that the 


BU. 8S. v. Augustine, 51-1 usrc {| 9149, 188 F. 
(2d) 359 (CA-3, 1950). 

14 Conradson, CCH Dec, 15,023(M), 5 TCM 112 
(1946). 

18 Seven-Up Company, CCH Dec. 17,656, 14 TC 
965 (1950). 
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honest taxpayer would be treated more con- 
siderately than the embezzler.” * 


That there is a hierarchy of criminals is 
well known. “Speaking of plunder, there is 
a fine point of underworld delineation re- 
garding those who deal in loot.”™ Finan- 
cially, the embezzler must be in the preferred 
class; for under the Wilcox doctrine, his take 


1% Gargaro v. U. 8., 47-2 ustc 
Supp. 973 (Ct. Cls., 1947). 

17 Courtney Ryley Cooper, Here’s to Crime 
(Boston, Little, Brown and Company, 1937), 
p. 111. 


9377, 73 F. 


is tax exempt. From the practical point ot 
view of effective yield, any other miscreant 
could repeat to the embezzler those words 
that a Thracian thief uttered to Alexander 
the Great: 

“. . you have been able to become a 
mightier robber than I... .”* Doubtless 


he was thinking of net after taxes. 


1% John Aikin, Hvenings at Home; or, The 
Juvenile Budget OPENED (Philadelphia, T. 
Dobson, 1797), p. 214. 


SALES AND ASSIGNMENTS OF FUTURE INCOME AND SOURCES 
OF INCOME—Continued from page 740 


payment. The Court held that the payment 
took on the same character as the income it 
replaced, i. e., rent (even though the sum 
paid was substantially less than the rent 
that would have been collected) and there- 


fore held the same to be ordinary income 


and not capital gain. 


In McCartney™ a sale of a contract right 
to a monthly percentage of gas sales was 
likewise held to produce ordinary income to 
the extent of the lump sum payment in- 
volved. Similar cases are McFall® and 
Gann;* where releases of long-term employ- 
ment agreements for lump sum payments 
occurred. The lump sum payment was 
treated as ordinary income. 


See also Sax Rohmer, where lump sum 
payment in lieu of royalties was held to be 
ordinary income taking its character from 
the royalties which it replaced. (Sabatini v. 
Commissioner,* Commissioner v. Wodehouse,™ 
G. C. M. 19213" (re: assignment of pro- 
spective insurance renewal premiums) and 
Herman Shumlin® (lump sum payment in- 
stead of royalties for services as a producer).) 

To be distinguished is a case like Jones v. 
Corbyn." There the taxpayers had an ex- 
clusive insurance agency set up as a going 
business. As a result of a dispute with the 
insurance company, which they represented, 
they agreed for a lump sum to give up the 
agency together with their office and fixtures, 
but renewal commissions were not included 
in this deal, it being understood that the 


7? Footnote 77. 

8 CCH Dec. 9258, 34 BTA 108 (1936). 
‘1 CCH Dec. 11.004, 41 BTA 388 (1940). 
82 CCH Dec. 14,591, 5 TC 183. 

83 Footnote 73. 
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taxpayers were to receive them as they ac- 
crued. In effect, therefore, this was a sale 
of good will only and therefore the court 
treated the sale as a capital gain transac- 


tion. A similar case is Smoak v. Commis- 
sioner.® 


Conclusion 


Careful segregation of the theoretical 
fields involved in questions of assignment 
of future income will lead to greater clarity 
of decision and give the taxpayer a clearer 
picture of the tax consequences of assign- 
ments and sales of future income. We must 
always bear in mind: Are we dealing with 
a question of who owns the tree? If we are, 
then all the considerations involved in Clif- 
ford and Blair apply.. Or, are we dealing 
with a question of whether given income 
has the quality of fruit on a tree? If so, 
then the considerations involved in Lucas 
and Hort apply. While a tree is assignable 
and the taxpayer will escape taxation on 
future income therefrom, the taxpayer must 
make sure that he divests himself of suf- 
ficient strings on the tree in order to pass 
over the line into the area where he will no 
longer be called the owner of the tree. As 
far as the fruit is concerned, assignment or 
sale will not relieve the taxpayer of liability 
for taxes for said fruit or for proceeds from 
the sale thereof, and the same will be taxed 
as ordinary income. [The End] 


84 Footnote 68. 

85 1937-2 CB 220. 

86 CCH Dec. 18,129, 16 TC —, No. 51 (1951). 
8751-1 ustc { 9117, 186 F. (2d) 450 (1950). 

8 CCH Dec. 11,705, 43 BTA 907 (1941). 
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Books ... 


How to Be a CPA 


C. P. A. Problems and Questions in Theory 
and Auditing. Jacob B. Taylor and Her- 
mann C. Miller. McGraw-Hill Book Com- 
pany, 330 West 42nd Street, New York 18, 
New York. Third edition, 1951. 598 pages. 
$7.50. 


The great majority of the problem ma- 
terial in this third edition of the book is 
new. The problems are selected from ex- 
aminations given by various states. The 
outline followed by the authors is the 
preparation, revision and analysis of financial 
and operating statements; types of organ- 
ization; mergers and consolidations; and 
special problems. This latter section deals 
with such subjects as banks, brokerage and 
foreign exchange; retail, branch and con- 
signment accounting; etc. Two other parts 
of the book cover questions in theory and 
questions in auditing. In the appendix, a 
complete CPA examination is set out. 


The book contains 233 problems in addi- 
tion to those set out in the appendix. 


How to Be a Director 


Corporate Meetings, Minutes, and Resolu- 
tions, Lillian Doris and Edith J. Friedman. 
Prentice-Hall, Inc., 70 Fifth Avenue, New 
York 11, New York. Third edition, 1951. 
1,114 pages. $12.50. 


This is the third edition of the book. In the 
revision some resolutions dealing with obso- 
lete practices have been deleted and, of 
course, new ones have been added. The 
book contains forms and precedents as well 
as commentaries upon the legal principles 
involved in questions requiring corporate 
action. 


Is There a Capital Gain 
in Your Future? 

The Nature and Tax Treatment of Capital 
Gains and Losses. Lawrence H. Seltzer. 
National Bureau of Economic Research, 


Inc., 1819 Broadway, New York 23, New 
York. 1951. 554 pages. $7.50. 
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.. Articles 


In 1946 the national income was more 
than twice that of 1929. Net capital gains, 
however, were only 1.5 times as large—$7.3 
as against $4.8 billion. Many factors con- 
spired to produce this difference, but more 
severe tax treatment probably played some 
part. 


“Capital gains,” for our purposes, is a tax 
phrase, and as a tax phrase it has its own 
statutory definition which is not necessarily 
in accord with the classic economic definition. 


Most countries levying a graduated in- 
come tax do not, as we do, provide for 
special treatment of capital gains. Our first 
income tax laws did not provide for special 
tax treatment. It might be stated some- 
what facetiously that our income tax law 
in this respect discriminates against the 
industrious and favors the lucky. Such a 
statement is based on the conception that 
capital gains are windfall additions to the 
value of man’s property, that is, in the 
economic, in contrast to the conventional, 
sense they are best regarded as unforeseen 
increases in the real value of a man’s pre- 
viously existing property, not directly at- 
tributable to his efforts, intelligence, capital 
or risk-taking. , 

In both law and common speech, capital 
gains are generally regarded as profits realized 
from increases in the market value of any 


assets that are not part of the owner’s 
stock-in-trade. 


Whether capital gains should be taxed as 
ordinary income, taxed at lower rates or 
excluded from taxable income has been the 
subject of more or less continuous contro- 
versy in the United States. In favor of 
taxing capital gains like ordinary income 
it has been argued that they produce an 
equal increase in an individual’s economic 
power: the ability to command economic 
resources and direct them into channels of 
his own choosing. Like ordinary income, 
realized capital gains may be spent or 
saved. Used for consumption they enhance 
the ability of a man to build or buy a 
bigger house; to give his family more ex- 
pensive clothes, food and amusements; and 
to provide his children with superior edu- 
cational opportunities. As savings, capital 
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gains can be converted into bank balances, 
bonds, stocks and other titles to wealth in 
precisely the same manner and degree as 
wages and salaries, interest, rent and ordi- 
nary profits. Even when capital gains have 
not yet been “realized” by sale—while they 
are still in the form of paper profits, so- 
called—they constitute additions to the eco- 
nomic resources of those who enjoy them. 
For even in this form they supply approxi- 
mately the same increase in economic power, 
excluding the effects of taxes, as an equal 
amount of wealth obtained by accumulating 
and investing ordinary income. In analagous 
ways, capital losses may be said to reduce 
the economic power of those who suffer 
them and, therefore, to be valid deductions 
from ordinary income. 


But no less positive have been the pro- 
tests of those who hold that capital gains 
and losses should be completely excluded 
from income tax on the ground that they 
are not true elements of income. Unlike 
most kinds of ordinary income, capital gains 
occur irregularly in the lives of most indi- 
viduals. A prudent man does not consider 


them available for ordinary consumption 


purposes both because they cannot con- 
fidently be expected to recur and because 
they may well be followed by sporadic 
losses. A capital gain, therefore, is com- 
monly regarded as a direct addition or 
accretion to a man’s capital, not as a part of 
his disposable income. 

Moreover, capital assets derive their value 
from the incomes that are expected from 
them, and these incomes are subject to tax 
when received. A rise in the value of a 
capital asset often reflects merely a rise in 
the income expected from it. To tax both 
the increase in income when it is received 
and the rise in the market value which 
merely reflects this expected increase in 
income is really to tax the same thing twice, 
it is argued. Of course, the owner gives 
up the enlarged prospective income from 
the capital asset when he sells it to “realize” 
his gain; but he will presumably reinvest 
the entire proceeds, minus taxes, at the 
going rate of return and will therefore con- 
tinue to obtain and pay taxes on the en- 
larged income reflected by his capital gain. 


Also, if we tax the seller’s capital gain as 
income, are we not treating him unfairly as 
compared with the owner who does not sell 
but who equally enjoys the enlarged income? 

Congress and the Bureau of Internal 
Revenue have tried to meet the more 
obvious attempts to make ordinary income 
look like capital gains as a means of avoid- 


Books ... Articles 


ing taxes by withholding preferential tax 
treatment from gains realized on capital 
assets owned less than a stipulated period, 
by successive technical refinements in the 
law and by closer administrative scrutiny 
of questionable and borderline transactions. 
Nevertheless, the precise position of the 
dividing line between capital gains and 
ordinary income has been difficult to deter- 
mine in certain types of cases, and in others 
the established division has clearly per- 
mitted tax avoidance. 


Lawrence H. Seltzer is also author of 
Financial History of the American Automobile 
Industry; The Banking System and the Man- 
agement of the Public Debt; and, with W. L. 
Crum and J. F. Fennelley, coauthor of 
Fiscal Planning for Total War. He has con- 
tributed articles to the Encyclopedia of the 
Social Sciences and professional journals. 
A consultant to the Federal Reserve Bank 
of New York, summers 1940 and 1945, he 
was head economist at the United States 
Treasury Department, 1934-1939, and has 
been consulting expert since 1942. He has 
been professor of economics at Wayne Uni- 
versity since 1934. 


He was assisted in this eight-year study 
of capital gains by Selma F. Goldsmith 
and M. Slade Kendrick. The project is one 
of the fiscal studies conducted by the Na- 
tional Bureau of Economic Research. 


The exhaustiveness of this research job 
makes it seem that the more we know about 
a subject, the more we realize how little 
we know about that subject. Because the 
tax treatment of capital gains has an effect 
upon purchase and sale of property, and 
because this tax treatment offers a means of 
tax avoidance, a study of capital gains is 
important in a taxwise and fiscal sense. 


ARTICLES 


“Burdens Unnecessarily Laid” .. . Dis- 
criminatory ordinances taxing out-of-town 
merchants or otherwise unfairly regulating 
their competition within a municipality are 
investigated by a Wichita attorney, who is 
also president of a dairy company in that 
city. An interest in other ventures and 
businesses in Wichita has been productive 
in giving the author a wealth of background 
information on his subject. Of four Kansas 
cases which he examines, he says in summary: 


“(a) You cannot pass an ordinance taxing 
out-of-town merchants and not taxing local 
merchants; 
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“(b) You cannot pass an ordinance taxing 
out-of-town merchants for a greater sum 
than local merchants; and 


“(c) You cannot tax out-of-town and 
local merchants the same amount, but then 
insert unfair regulatory provisions in the 
law.” —Powers, “Legal Aspects of Intra- 
state Trade Barriers,” Food Drug Cosmetic 
Law Journal, May, 1951. 


The Discussion Goes On and On . 3 
The authors of a recent magazine article 
present further considerations on the tax 
topic of the year—excess profits taxation. 
They criticize administration of the statute 
by the Tax Court and certain appellate 
courts in employing an extremely limited 
and narrow approach to the allowance of 
the borrowed-capital credit. 

Of treatment of borrowed capital in the 
light of EPT, they assert that “the statu- 
tory definition of indebtedness is subject 
to qualifying phrases and clauses which 
overlap in meaning and which serve to 
confuse those charged with the application 
and interpretation of this term. The 
statutory definition of indebtedness, there- 
fore, should be reduced to the simplest 


terms, calculated to insure that only genuine 
business indebtedness for the due discharge 
of which the taxpayer is primarily and ulti- 


mately liable qualifies as invested capital.”— 
Vernon and Molloy, “Borrowed Capital for 
Excess Profits Tax Purposes,” Jar Law 


Review, May, 1951. 


Facing the Agent in Charge .. . What 
happens when 1040 returns are made avail- 
able to the internal revenue agents in 
charge and, upon classification and selection, 
are held for audit? If such returns show 
possibilities of a substantial tax deficiency 


or overassessment, they are determined to 
require either an office audit or a field audit. 


A member of the Illinois bar offers advice 
in either situation. He outlines the possi- 
bilities of action and cautions, in the case of 
office audit, that “it is to the taxpayer’s ad- 
vantage to supply the facts to the best of his 
ability by mail within the time suggested in 
the examiner’s letter or to ask for a post- 
ponement of the due date, if necessary. 
usually it is advisable for the taxpayer to 
discuss the matter with someone familiar 
with the income tax law, since the tax- 
payer’s letter will be studied by a skilled 
examining agent.” Of the field audit, he 
says: “The taxpayer and his representative 
have much to gain and little to lose by co- 
operating with the revenue agent.”—Spencer, 
“Income Tax Controversies with the In- 
ternal Revenue Agent in Charge,” Harvard 
Law Review, February, 1951. 


Exchange of Property for Annuity Con- 
siderations . . . Tax consequences of trans- 
actions involving exchange of property for 
a contract for life-long periodic payments 
are the subject of this article. Too often, 
points out the author, the Bureau and the 
courts, in deciding tax consequences at one 
step of the transaction, have failed to analyze 
resultant inconsistencies with other cases 
which have determined tax results at an- 
other step. 

This writer, a faculty member of SMU’s 
Schools of Law and of Business Adminis- 
tration, offers general conclusions on the 
issue, and poses a few of the questions which 
remain undecided.—Galvin, “Income Tax 
Consequences of Agreements Involving Non- 
commercial Annuities,” Texas Law Review, 
April, 1951. 
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not exceeding 15 per cent of the earned net 
income; the funds in the plan either (1) to 
be invested in Government bonds such as 
the Series E type or (2) to be paid into 
qualified trusts which are administered and 
managed by trustees appointed by the re- 
spective bar associations, medical, dental 
or other professional societies in the areas, 
or by the trust or insurance companies set 
up for that purpose. These qualified pen- 
sion plans to be set up for the professional 
man should be of a nature which qualifies 
them under a section substantially similar 
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to Section 165 of the Internal Revenue 
Code. 


The above plan is equitable and realistic 
in nature. It removes the hardships and 
inequities which exist under the present law. 

Victor R. WOLDER 
New York City 


[Mr. Wolder is the author of an article 
which appeared in our October, 1946 issue, 
“The Forgotten Men of Taxes.” Appar- 
ently that article was the first to discuss a 
topic which has evoked comment in several 
other tax and legal periodicals.—Editor.] 


e TAXES—The Tax Magazine 





Administrative ... 


Federal Taxes 
INCOME 


Interpretation of Bureau policy on volun- 
tary disclosures.— Facts: The taxpayers 
made a disclosure of a deliberate under- 
statement of the income of the company 
of which they were president and _ treas- 
urer and of their individual income after 
receiving a telephone call from a _ reve- 
nue agent who, as part of an investigation 
of the president’s personal return, was re- 
quired to inquire about a large cash premium 
paid by the president on an insurance policy. 
A few days after the telephone call but 
not as a result thereof, the company’s re- 
turn was assigned to an agent for routine 
examination. Nothing out of the ordinary 
was disclosed by this examination, since 
the hitherto undisclosed income was in cash 
and had not been entered on the company’s 
books. The money had been divided be- 
tween the taxpayers as individuals and had 
also not been recorded in their records. 
The issue concerned whether this disclosure 
came within the Bureau’s definition of “vol- 
untary” disclosures and thus within its 
policy of nonprosecution. 


Decision: A taxpayer’s disclosure of in- 
tentionally unreported income is voluntary, 
within the statement of Bureau policy con- 
cerning nonprosecution of taxpayers who 
make voluntary disclosures, only if the dis- 
closure is made before the return which 
will disclose the unreported income is as- 
signed for routine examination. Assignment 
of a return for routine examination and not 
the initiation of a fraud investigation ter- 
minates the time for voluntary disclosures. 
If an earlier statement of Bureau policy 
were applicable, the assignment for investi- 
gation of the taxpayer’s purchase of the 
insurance policy was the beginning of an 
“investigation,” because further inquiry into 
this payment would have brought inquiries 
as to where the taxpayer got such a large 
sum of cash and this would not have been 
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explainable without disclosing the com- 
pany’s transactions in which all were impli- 
cated. The disclosure in question having 
been made after that date, it was not a 
voluntary disclosure—U. S. v. Levy et al., 


51-2 ustc¢ J 9388 (DC Conn.). 


Retroactive increase in periodic alimony 
payments.—Facts: The taxpayer’s divorce 
decree awarded her specified monthly alimony 
payments and also provided that she could 
apply for court approval of increased pay- 


- ments if her husband’s income exceeded a 


certain amount. Pursuant to this provision 
the taxpayer obtained a supplemental de- 
cree retroactively increasing her monthly 
payments. The payments attributable to 
the increase for the previous years were 
paid during the course of one year. The 
dispute arose over whether, under Section 
22(k) this sum was taxable income to the 
taxpayer in the year of receipt. 


Decision: The additional payments re- 
ceived by the taxpayer, according to the 
court, were taxable to her as “periodic” 
payments. Although the obligation was a 
fixed sum, it represented the aggregate of 
a series of retroactively increased “periodic” 
payments and did not differ taxwise from 
the payments previously, made—Gale_ v. 


Commissioner of Internal Revenue, 51-2 ustc 
7 9408 (CA-2). 


Amounts received by widow under hus- 
band’s employment contract.—Facts: The 
taxpayer was the widow and sole legatee of 
her husband. As such, she acquired a con- 
tract which pledged the husband’s employer 
to pay his annual salary to his estate for a 
period of ten years beginning on the date 
of his death. For several years the pay- 
ments received by the taxpayer under this 
contract exceeded the estate tax valuation 
thereof. A dispute arose over the tax treat- 
ment to be accorded this excess. 


Decision: It was decided that this gain 


‘constituted taxable income under Section 22 
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(a) and should be allocated over the life 
of the contract.—Hatch v. Commissioner of 
Internal Revenue, 51-2 ustc J 9378 (CA-2). 


Retirement or disability pay.—Facts: The 
taxpayer, a fireman, was retired by order 
of the fire department, of which he was a 
member, because of his age. At the time 
of his retirement he was suffering from 
disabilities incurred in the line of duty as a 
firemen which the department later announced 
would have caused it to retire him even 
if he had not reached retirement age. The 
taxpayer thought that the sums paid him 
after his retirement were excludible from 
gross income as compensation for injuries 
or sickness as provided in Section 22(b) (5). 


Decision: It was decided that the money 
received by the taxpayer pursuant to the 
retirement order did not constitute com- 
pensation for injuries or sickness. The 
later disability pronouncement by the fire 
department merely confirmed the fact that 
the taxpayer was originally retired solely 
for age—Simms, CCH Dec. 18,416 (17 
TC —, No. 1). 


Travel abroad for research purposes.— 
Facts: The taxpayer, a university professor, 
undertook a summer European trip for 
study and research purposes. The trip was 
made voluntarily, at the taxpayer’s own 
expense, for the purpose of increasing his 
prestige, of improving his reputation for 
scholarship and learning and of better fitting 
him for the duties he was employed to per- 
form. The taxpayer claimed a deduction 
of the amounts expended for travel and 
maintenance as ordinary and necessary ex- 
penses incurred in carrying on his profession. 


Decision: Such expenses were deemed by 
the court to be of a personal nature and, 
therefore, under Section 24(a)(1), to be 
nondeductible in computing taxable net in- 
come. Nothing in his contract of employ- 
ment or in the rules and regulations of the 
university required the petitioner to make 
the trip. The university authorities did not 
authorize the trip nor was it required in 
order to retain his professorship.—Cardozo, 
CCH Dec. 18,417 (17 TC —, No. 2). 


Meals purchased while on job away from 
home.—Facts: The taxpayer served a daily 
trucking route which extended from his 
employer’s place of business in the tax- 
payer’s home town to a distribution plant 
in a town some miles away. He was able to 
return to his home each day. The issue 
concerned the deductibility of the cost of 
meals purchased by the taxpayer while 
away from home in the course of his 
employment. 
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Decision: The court decided that the cost 
of the meals was a personal expense just 
the same as if he had stayed in his home 
town and purchased his meals there. A 
taxpayer who returns home each day is not 
considered, for income tax purposes, to be 
traveling away from home, and, therefore, 
the cost of meals constitutes a nonde- 
ductible expense.—Meyer, CCH Dec. 18,340 
(M) (10 TCM 511). 


Prize money as long-term compensation 
or gift—Facts: The taxpayer, a musician 
and composer by profession, spent a period 
of three years composing a symphony which 
was unpublished and placed in his files. 
This composition was the result of a per- 
sonal desire to compose a symphony, and at 
the time was not done for the purpose of 
sale or profit. Learning of a contest for 
symphonic compositions organized and f- 
nanced by an industrialist and philanthropist, 
he removed the piece of music from his files 
and entered it in the contest. He. won the 
first prize, $25,000. Pursuant to the terms 
of the contest, the orchestra of which the 
donor of the money was the president re- 
ceived certain rights in the composition. 
The taxpayer contended that this money 
was a gift and not taxable. 


Decision: The court held that the money 
constituted income, not a gift. Although 
the taxpayer had not composed his sym- 
phony for the purpose of entering it in the 
contest but had composed it without a 
profit motive, the prize was won as a result 
of three years of his professional effort. 
Under Section 107(b), the long-term com- 
pensation statute, the income was properly 
taxed ratably over the three years pre- 
ceding the taxable year rather than ratably 
over the three years preceding com- 
pletion of the work.—U. S. v. Robertson, 
51-2 ustc J 9401 (CA-10). 


Depreciation of law library.—Facts: The 
taxpayer, a lawyer, purchased a law library 
for $25,000 in 1923 and has been using it 
ever since. He has claimed an annual deduc- 
tion for the depreciation of the library which 
had a probable useful life of 50 years. The 
Commissioner questioned the amount taken 
as a depreciation deduction. 


Decision: The depreciation of the taxpay- 
er’s library should be determined, in the 
opinion of the court, on the basis of cost, 
the basis which had been used ever since the 
library was purchased.—Waybright, CCH 
Dec. 18,401(M) (10 TCM 589). 


Depreciation of real estate.—Facts: The 
taxpayer was the life tenant of real estate 
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on which was built a largely unproductive 
building. She had it razed and erected at 
her own expense an income-producing build- 
ing. At the time, she had a life expectancy 
of seven years, but the property had a useful 
life of 50 years. The taxpayer contends that 
having expended her own money in the erec- 
tion of the building she, as life tenant of the 
property, is entitled to a deduction, in the 
nature of depreciation, based upon her seven- 
year life expectancy instead of the 50-year 
useful life of the building. 


Decision: It was held that the depreciation 
deduction should be allowed on a basis of 
the estimated useful life of the building 
rather than on the basis of the taxpayer’s 
life expectancy. The law plainly provides 
that property held for life with the remainder 
to another shall be the subject of a deprecia- 
tion deduction as if the life tenant were the 
absolute owner, which means on a basis of 
useful life-—Penn, CCH Dec: 18,406 (16 TC 
—, No. 186). 

ESTATE 

Inclusion of surrender value of insur- 
ance policies in estate of wife-beneficiary.— 
Facts: The decedent and her husband re- 
sided in Washington, a community-property 
state. The decedent was the beneficiary of 
three insurance policies taken out by her 
husband, the premiums for the policies hav- 
ing been paid out of community funds. It 
was contended that one half of the cash 
surrender value of these policies was tax- 
able in the decedent’s estate. 


Decision: The court held that no tax 
should be imposed, because no transfer of 
the wife’s interest took place at her death. 
Where a policy is payable on the death of 
the insured, who is the surviving spouse, 
nothing becomes payable on the death of 
the beneficiary, the deceased wife. Even 
though the wife’s estate theoretically has a 
one-half interest in the cash surrender value 
of the policy, there is no provision in 
Washington law which requires the liquidat- 
ing of the wife’s interest. Therefore, the 
property will not come into the hands of 
the wife’s executor. The executor cannot 
compel the husband to cancel the policies 
in order to divide the surrender value be- 
tween the husband and the wife’s estate. 
Although Congress has power to exact 
taxes in cases where no transfer takes place 
in contemplation of state law, the only basis 
for taxing these policies arises from the 
Washington community-property law, and 
that law makes no provision for bringing 
the value of the policy belonging to the 
wife into her estate. Also, a number of 
cases have held that a decedent’s gross 
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estate does not include property over which 
his only right was an unexercised power. 
Here, the wife had only a power to prevent 
an unauthorized change of beneficiary in 
these policies; she had no power to command 
payment of benefits to anyone—Waechter v. 
U. S., 51-2 uste J 10,821 (DC Wash.). 


GIFT 


Premiums on insurance policies held in 
trust.—Facts: The taxpayer paid premiums 
on insurance on the life of his father who 
transferred the policies to a trust for the 
benefit of certain persons, including the 
taxpayer. Did this constitute a gift to the 
taxpayer? 

Decision: The taxpayer’s interest in the 
trust was such that the payments were for 
his own financial benefit, and there was no 
gift involved—Pleet, CCH Dec. 18,443 (17 
TC—, No. 11). 

You can’t renounce the tax.—Facts: The 
decedent, a resident of Minnesota, died be- 
fore he could execute a will drafted by his 
attorney. His wife, their daughter and his 
son by a former marriage survived him. 
Prior to his death, the decedent had made 
arrangements during conversations with his 
heirs to leave practically his entire estate to 
his son, in order to equalize somewhat the 
financial worth of his two children. Desir- 
ing to carry out the decedent’s wishes re- 
garding the disposition of his estate, the 
wife and daughter executed and filed with 
the probate court a formal renunciation of 
their shares of the decedent’s estate. Did 
the decedent’s wife and daughter, by the 
renunciation of their interest in his estate, 
thereby make a gift (subject, therefore, to 
gift taxes) to the decedent’s only other heir, 
his son? 

Decision: As a result of the renunciation 
the entire estate was. ordered by the probate 
court to be distributed tothe son. This “in- 
direct” transfer to the son by the wife and 
daughter, of their shares, was held by the 
Tax Court to be subject to gift tax. The 
Tax Court reasoned that title to the real 
and personal property of an intestate passes 
to his heirs immediately upon his death. 
As distinguished from legatees under a will, 
the heirs by a renunciation cannot prevent 
this initial passage of title. Therefore, when 
they do renounce, they, in effect, cause the 
title which they have to be “transferred” to 
the other heirs. The fact that the actual 
transfer is made by virtue of the probate 
court order (based upon the renunciation) 
merely renders it an “indirect” transfer. Gift 
taxes, however, the Tax Court goes on to 
say, are assessed on “direct” or “indirect” 
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transfers of property. Furthermore, if the 
renouncing heirs pay the gift taxes and the 
heir who then receives the entire estate 
wishes to reciprocate by reimbursing them 
for the amount of gift tax paid, he in turn 
can be held to have made a taxable gift.— 
Hardenbergh, CCH Dec. 18,456 (17 TC —, 
No. 20). 


Gift v. payment for personal services.— 
Facts: The donor transferred funds to the 
National Economic Council and reported 
the transaction as a gift. It was claimed, 
however, that the transfer was deductible as 
a charitable contribution. The Commissioner 
denied the deduction and assessed a gift tax 
deficiency. As a result of the Commissioner’s 
action, the donor sued for refund of the gift 
tax, claiming that he had made not a 
gift but merely made payment to the coun- 
cil for services “to be performed by them 
as experts in the field of monetary, business 
and political conditions in the United States 
and elsewhere, warning against dangers and 
encouraging soundness.” The donor was a 
man of large means, and it was apparent 
that economic trends, etc., were of great 
concern to him. 


Decision: It was held that since there was 
no direct consideration flowing to the donor, 
he had made a taxable gift—Du Pont v. 
U. S., 51-1 uste J 10,810 (DC Del.). 


Determination of date of gift.—Facts: 
Title to real estate was taken in the name 
of the decedent, but in 1934 he executed 
a “Gift Deed” conveying the property to 


the taxpayer, his wife. The decedent ac- 
knowledged execution of the deed before a 
notary public and delivered the deed to the 
taxpayer. The latter placed it with her 
personal belongings, and it was subse- 
quently in her possession at all times. In 
1944 the decedent and the taxpayer entered 
into a separation agreement which in- 
cluded a clause whereby the decedent agreed 
to “quitclaim” to the taxpayer the land 
previously given to her. The decedent, 
however, never gave the taxpayer the quit- 
claim deed referred to in the separation 
agreement. The Commissioner contended 


that the taxpayer was liable for gift tax | 


deficiency as donee and as transferee of the 
property. 

Decision: The date on which the decedent 
executed the “Gift Deed” and delivered it 
to his wife, the court held, constituted the 
date of the gift. He had no title to convey 
to her at the time of the separation agree- 
ment, since he had already conveyed it to 
her in 1934.—Macomber, CCH Dec. 18,361 
(M) (10 TCM 539). 


774 


September, 1951 


State Taxes 
INHERITANCE : 

Public or private charitable gifts to Ohio 
church.—Facts: The testatrix bequeathed 
one third of the residue of her estate to a 
church in perpetuity and provided that the 
income of the trust be used solely for the 
charitable purposes of the church. Was the 
bequest exempt from tax as a bequest for 


charitable purposes as provided in Section 
5334 of the Ohio Code? 


Decision: The language of the testatrix 
is unambiguous and needs no interpretation 
—she made the bequest for the charitable 
purposes of the church. The word “chari- 
table,” as used in its ordinary sense, in- 
cludes more than public charities. It may 
mean general charitable purposes or private 
charities. Section 5334, on the other hand, 
uses the words “public charity” six times, 
indicating an intent that the exemption 
should be limited to public charities. Fur- 
thermore, the phrase “for purposes only 
of public charity” which appears in the 
section is descriptive of the nature of the 
institution to which the gift is to be made 
rather than a limitation on the use to which 
the gift is to be put, and it has been held 
that a charitable association which extends 
relief only to its own needy members is not 
an institution of purely public charity. 
Therefore, the court decided that this be- 
quest did not qualify for exemption from 
Ohio inheritance taxation.—Estate of Sals- 
bury, CCH INHERITANCE EstaATE AND GIFT 
Tax Reports § 17,427 (Ohio Ct. of App., 
Lucas County). 


ESTATE 

Apportionment of federal estate taxes in 
Pennsylvania.—Facts: In his will the de- 
cedent directed that estate taxes be paid 
out of the residuary estate. Since a certain 
portion of the federal estate taxes paid by 
the executor are proratable to a lifetime 
transfer made to the decedent’s wife, the 
question arose as to whether the residuary 
estate of the decedent should bear the 
burden of such taxes or whether the estate 
of the now deceased wife was so liable. 


Decision: The court concluded that in 
view of the language in the will, the execu- 
tors should pay all the taxes on the whole 
estate which passed at the time of the 
decedent’s death. It was also concluded 
that in view of the fact that the transfer 
to the wife did not pass at the time of the 
decedent’s death, the residuary estate was 
not liable for the taxes assessed as a result 
of the inclusion of such lifetime transfer. 
The estate of the wife must, therefore, bear 
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its share of the tax burden.—Estate of Rice, 
CCH INHERITANCE ESTATE AND Girr TAx 
Reports J 17,415 (Orphans’ Ct., York County). 


SALES AND USE 


Meaning of “retail sale” in Illinois.— 
Facts: The taxpayer, registered in Illinois 
as a foreign corporation, manufactured vot- 
ing machines. It had a promotional repre- 
sentative in Illinois who had no authority 
to sign binding contracts. The representa- 
tive’s home was in another state and when 
in Illinois he lived, on a daily basis, in hotels. 
Taxpayer had no office, warehouse, building 
or structure in Illinois and had no phone 
listing at any place in the state. It sold 
some of its machines in Illinois under a 
contract which provided that title was to 
pass in the state. The machines were manu- 
factured out of the state and transported 
into Illinois by truck. The taxpayer sup- 
plied men from out of the state to supervise 
the installation of the machines and to 
demonstrate their correct operation. Was 
the taxpayer liable for Illinois sales tax on 
this transaction? 


Decision: The taxpayer was held not to 
be liable for tax. The Illinois activity con- 
sisted only of promotional work, delivery 
of bids for the machines, transfer of title 
and delivery of machines to the purchasers 
for the voters of Illinois as their ultimate 
users—Automatic Voting Machine Corpora- 
tion v. Daley, 2 stc {250-139 (Ill. S. Ct.). 


Ohio taxation of advertising envelopes.— 
Facts: The taxpayer, a magazine publisher, 
purchased self-addressed envelopes, to be 
enclosed with printed advertising matter, 
and container envelopes to enclose such 
self-addressed envelopes and printed adver- 
tising matter.’ This material was designed 
to be sent to potential subscribers to its 
magazines for the purpose of securing sub- 
scriptions. These envelopes bore either the 
names of the magazines or the name of the 
publisher thereon. The court was called 
upon to decide whether these envelopes 
were subject to Ohio sales taxation. 


Decision: The envelopes were decided to 
be free from taxation under the provisions 
of the Ohio law which excepts from tax 
purchases of advertising matter used ex- 
clusively in promoting retail sales. The 
envelopes bearing the identification of the 
taxpayer in connection with the advertising 
material are so closely related to the ad- 
vertising material itself, which is clearly 
excepted by the law, as to constitute them an 
integral part of the promotional advertising 
packages.—Crowell-Collier Publishing Com- 
pany v. Glander, 2 stc § 250-141 (Ohio S. Ct.). 
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Property purchased for use in construc- 
tion of Ohio church.—Facts: The taxpayer, 
a contractor, used tangible personal prop- 
erty in the construction of a church under 
a lump-sum contract. Some of this property 
was sold directly to the religious organiza- 
tion for incorporation in the church. The 
sales and use tax liability on the property so 
used was in question. 


Decision: The board held that the tax- 
payer was liable for payment of the tax, 
since he, as contractor, was the consumer 
of the tangible personal property incorpo- 
rated in the building. However, he was not 
held to be liable for tax, either as. vendor or 
consumer, on those items purchased by the 
religious organization.—Clemente v. Glander, 
Onto Tax Reports § 69-041 (Ohio BTA). 


Film rental exemption in Alabama.—Facts: 
The sales and use taxation of the rental of 
motion pictures to exhibitors had to be de- 
cided upon in this case. 


Decision: The court concluded that the 
rental of the pictures was not subject to 
either sales or use taxation, since there is 
an admissions tax on the showings and 
since double taxation on the same property 
is assumed not be the legislature’s inten- 
tion unless overcome by the express words 
of the statute. Bona fide rentals are not 
subject to sales and use taxes.—Paramount- 
Richards Theatres, Inc. v. State of Alabama, 
2 stc { 250-142 (Ala. S. Ct.). 


BUSINESS AND OCCUPATION ° 


Taxability of interstate commerce in 
Washington.—Facts: The taxpayer was a 
foreign corporation qualified to do business 
in Washington. The imposition of the 
Washington occupation tax upon the follow- 
ing sales was at issue: (1) business chan- 
neled through the taxpayer’s local outlets; 
(2) orders sent by purchasers directly to out- 
of-state offices and filled by shipment 
directly to the customer without any inter- 
vention on the part of the local office; (3) 
business not channeled through local out- 
lets but serviced locally. in order to com- 
plete the sale. 


Decision: The Washington tax was deemed 
to be applicable to the taxpayer’s sales 
which were channeled through the tax- 
payer’s local outlets. However, if the sales 
involved orders sent by purchasers directly 
to out-of-state offices and were filled by 
shipment directly to the customer without 
any intervention on the part of the local 
office, they were, under the commerce 
clause, exempt. Sales not channeled through 
local outlets but serviced locally in order 
to complete the sales were deemed so 
related to Washington business that they 
were subject to the tax which is levied on 
the proceeds of such sales “for the act. or 
privilege of engaging in business activities in 
Washington.”—B. F. Goodrich Company v. 
Washington, 2 stc § 250-140 (Wash. S. Ct.). 
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Traveling Expense 


The taxpayer was a locomotive engineer. 
He claimed a deduction for away-from-home 
expenses incurred when, on orders from his 
foreman, he made several trips to other 
towns. The Minister disallowed the deduc- 
tion on the ground that the taxpayer was 
not performing any duties requiring him to 
“travel regularly” as that term is used in 
Section 6(6) of the Income War Tax Act. 


The taxpayer’s appeal from the Minis- 
ter’s action was allowed. The words “travel 
regularly” which appear in Section 6(6) 
must be interpreted as applying to all those 
whose work, by its nature, compels them to 
travel, as opposed to those whose work is 
of a stationary nature. Here there is no 
doubt that, by its nature, the work per- 
formed by the taxpayer compels him to 
“travel regularly,” within the meaning of 
Section 6(6), and that he is entitled to the re- 
lief given by such section—Anderson v. Min- 
ister of National Revenue, 51 DTC 1-253. 


Musician's Income 


The taxpayer was an accountant and a 
musician whose earnings from the latter 
occupation amounted to more than three 
fourths of his gross income. He claimed 
as a deduction certain expenses in connec- 
tion with his occupation as musician and 
depreciation on his instruments. The Min- 
ister disallowed the deduction and submit- 
ted that the income the taxpayer received 
was “from an office or employment” and 
that no amount was deductible for a dis- 
bursement laid out for the purpose of earn- 
ing the income. 


The appeal was allowed in part. Certain 
of the expenses, such as uniforms and music, 
were of a capital nature and were properly 
disallowed by the Minister. From the evi- 
dence, however, it was shown that the tax- 
payer was not a wage earner but made a 
number of separate contracts with various 
orchestra leaders and was paid at irregular 
times by the Canadian Broadcasting Cor- 
poration. It was, therefore, apparent that 
he’ was not occupied in an employer-and- 
employee relationship. The taxpayer’s earn- 
ings failed to come within the meaning of 


776 


Section 6(6) of the Income War Tax Act, and 
thus depreciatton should be allowed as a deduc- 
tion —Hunter v. Minister of National Reve- 
nue, CCH CANADIAN Tax REPORTs { 86-266. 


Advertising Expense 


The taxpayer was the publisher of a 
weekly journal. ‘For advertising purposes in 
order to increase circulation, it purchased a 
mailing list. The taxpayer claimed that the 
amount so spent was deductible from in- 
come as an operating expense for the pur- 
pose of earning income. The Minister 
thought it a capital outlay and assessed it 
accordingly. 

The board agreed with the taxpayer. The 
evidence disclosed that the taxpayer’s cir- 
culation was increased by the advertising 
done among the persons whose names ap- 
peared on the mailing list. The list was 
necessary in order to accomplish the pro- 
posed plan of advertising. The payment 
made for the mailing list could not be re- 
garded as an expense which would be neces- 
sary only once, since advertising campaigns 
can take place as often as they are deemed 
necessary. The deduction should be allowed 
as part of the taxpayer’s current expendi- 
ture.—John Blunt Publications, Ltd. v. Min- 
ister of National Revenue, 51 DTC J 1-253. 


Fine and Penalty Assessed 
for Failure to Withhold — 


A taxpayer, who failed to remit tax de- 
ducted at source from the income of his 
employees, was convicted and fined. In 
paying the amounts which he had failed to 
remit, he did not include penalties and 
interest imposed under the Income War 
Tax Act because he contended that since 
he had already been convicted and fined he 
was not liable for the penalties and interest. 
His objection was dismissed because he 
had been assessed for the penalty before 
a complaint was laid against him. Had the 
penalty not been demanded before the lay- 
ing of the complaint, he would not have 
been liable for the penalty by virtue of the 
Income War Tax Act.—Minister of National 
Revenue v. Durocher, 51 DTC { 87-106. 


September, 1951 @e TAX ES— The Tax Magazine 








, and 
=duc- 
teve- 
-266. 


of a 
es in 
sed a 
t the 
1 in- 
pur- 
ister 
ed it 


The 
cir- 
ising 
3 ap- 
was 
pro- 
ment 
e re- 


eces- 
1igns 
~med 
owed 
endi- 
Min- 
53. 















State Tax Calendar 








ALABAMA 


October 1—Automobile reports from deal- 
ers due.—Carbonic acid gas tax due-—Property 
reports due——Public utility tax reports and 
payment due. October 10—Alcoholic bever- 
age reports from wholesalers and distribu- 
tors due—Alcoholic beverage tax reports 
and payment from public service licensees 
due——Automobile reports from dealers due. 
—Tobacco reports from wholesalers and 
jobbers due—Tobacco stamp and use tax 
reports and payment due. October 15— 
Gasoline reports from carriers, warehousers 


and transporters due.—Lubricating oils re-. 


ports from carriers, warehousers and trans- 
porters due.—Mileage tax reports and payment 
from motor carriers due.—Oil and gas con- 
servation tax reports and payment due.—Oil 
and gas production tax reports and payment 
due—Telegraph company tax reports and 
payment due. October 20—Automobile re- 
ports from dealers due.—Carbonic acid gas 
reports due.—Coal and iron-ore mining tax 
reports and payment due.—Diesel fuel 
tax reports and payment due.—Gasoline tax 
reports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. October 30—Annual 
license and privilege tax due (last day).— 
Forest products severance tax reports and 
payment due. October 31—Chain store 
tax due. 


ARIZONA 


October 5—Alcoholic beverage reports 
from licensees due. October 10—Malt, 
vinous and spirituous liquor tax reports 
and payment from wholesalers due. Octo- 
ber 15—Gross income tax reports and pay- 
ment due. October 20—Motor carrier tax 
reports and payment due.—Use fuel tax 
reports and payment due. October 25— 
Motor vehicle fuel tax reports and pay- 
ment from distributors, wholesalers and 
Carriers due. 
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@ e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ ©@® 
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ARKANSAS 


October 1—Bank share tax installment 
due.—Property tax final installment due 
(last day). October 10—Alcoholic beverage 
reports due.—Cigarette reports due—Motor 
fuel reports from carriers due.—Natural 
resources statements of purchases due. 
October 15—Compensating (use) tax re- 
ports and payment due.—Gross receipts tax 
reports and payment due. October 20— 
Alcoholic beverage special excise tax re- 
ports and payment from retailers due— 
Use fuel tax reports and payment due. 
October 25—Motor fuel tax reports and 
payment due.—Natural resources severance 
tax reports and payment due. 


CALIFORNIA 


October 1—Distilled spirits tax reports 
and payment from common carriers due.— 
Gasoline tax reports and payment from 
distributors due. October 15—Alcoholic 
beverage import reports from common carriers 
due.—Beer and wine tax reports and payment 
due.—Distilled spirits tax reports and pay- 
ment due.—Gasoline tax reports and pay- 
ment from producers, brokers and importers 
due.—Gross receipts tax reports and pay- 
ment from motor carriers of property for 
hire due.—Off-sale general liquor licensee 
quarterly reports due (last day).—Use fuel 
tax reports and payment due. October 20— 
Gross receipts tax reports and payment 
from motor carriers due. October 31— 
Sales tax quarterly reports and payment 
due.—Use tax quarterly reports and pay- 
ment due. 


COLORADO 


October 5—Alcoholic beverage reports 
from manufacturers due.—Motor carrier tax 
due. October 10—Motor carrier reports 
due. October 15—Coal mine owner reports 
due.—Coal tonnage tax reports and pay- 
ment due.—Corporate income tax third in- 
stallment due.—Personal income tax third 
installment due.—Sales tax reports and 
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payment due.—Use tax reports and payment 
due. October 25—Diesel fuel tax reports 
and payment due.—Gasoline tax reports and 
payment due. 


CONNECTICUT 


October 10—Cigarette reports from dis- 
tributors due. October 15—Cigarette vend- 
ing machine reports from operators due.— 
Gasoline use tax reports and payment due. 
October 20—Alcoholic beverage tax reports 
and payment due. October 25—Gasoline 
tax reports and payment due. October 31— 
Sales tax reports and payment due.—Use 
tax reports and payment due. 


DELAWARE 


October 1—Bank share tax due.—Rail- 
road tax installment due. October 15— 
Alcoholic beverage reports from manufac- 
turers and importers due.—Cigarette and 
cigar reports due.—Gasoline reports from 
filling stations due. October 30—Personal 
income tax third installment due. October 
31—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 


October 10—Alcoholic beverage reports 
from licensed manufacturers, wholesalers 
and retailers due.—Beer reports from licensed 
manufacturers and wholesalers due. Octo- 
ber 15—Beer tax due—Income (franchise) 
tax second installment due.—Personal in- 
come tax second installment due.—Unin- 
corporated business tax second installment 
due. October 20—Sales tax reports and 
payment due.—Use tax reports and pay- 
ment due. October 25—Gasoline tax re- 
ports and payment due. 


FLORIDA 


October 1—Auto transportation company 


tax reports and payment due.—Express 
company tax reports and payment due.— 
License taxes, unless otherwise provided 
by law, due. October 10—Alcoholic bev- 
erage tax reports and payment from manu- 
facturers and dealers due. October 15— 
Alcoholic beverage reports from transporters 
and carriers due.—Cigarette reports from car- 
riers due.—Gasoline reports from nondis- 
tributors and carriers due—Motor vehicle 
fuel use tax reports and payment due. 
October 20—Admissions tax reports and 
payment due.—Rental tax reports and pay- 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. 
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October 25—Gasoline sales tax and storage 
tax reports and payment due.—Motor fuel 
inspection fee reports and payment due.— 
Oil and gas production tax reports and 
payment due. 


GEORGIA 


October 10—Cigar and cigarette reports 
from wholesale dealers due.—Distilled spir- 
its reports from wholesale dealers due.— 
Motor carrier reports due. October 15— 
Malt beverage reports due. October 20— 
Gasoline tax reports and payment due. 
October 31—Sales tax reports and payment 
due.—Use tax reports and payment due. 


IDAHO 


October 15—Beer reports from dealers, 
brewers and wholesalers due.—Cigarette re- 
ports of wholesaler drop shipments due— 
Electric power company tax reports and 
payment due.—Gross receipts tax quarterly 
installment from motor carriers due. Octo- 
ber 25—Gasoline tax reports and payment 
from dealers due.—Use fuel tax reports and 


. payment due. 


ILLINOIS 


October 10—Mileage tax reports and pay- 
ment from motor carriers due. October 15— 
Alcoholic beverage reports due.—Cigarette 
reports due.—Public utilility tax reports and 
payment due.—Sales tax reports and pay- 
ment due. October 20—Gasoline tax reports 
and payment due. October 30—Gasoline 
reports from transporters due. 


INDIANA 


October 1—Alcoholic vinous beverage tax 
due. October 10—Cigarette reports from 
distributors on interstate business due. 
October 15—Alcoholic vinous beverage tax 
due.—Cigarette reports of distributor drop 
shipments due——Use fuel tax reports and 
payment due. October 20—Intangibles re- 
ports from banks and trust companies due— 
Intangibles tax from financial institutions 
due.—Intangibles tax reports and payment 
from building and loan and production credit 
associations due.—Share tax reports and 
payment from banks, building and loan 
associations and trust companies due. Oc- 
tober 25—Gasoline tax reports and payment 
from distributors and carriers due.—Use 
fuel tax reports and payment from fuel 
dealers due. October 30—Petroleum pro- 
duction reports due. October 31—Gross 
income tax reports and payment due. 
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IOWA 


October 1—Bank share tax second in- 
stallment due—Corporate income tax second 
installment due—Motor carrier additional 
tax due.—Personal income tax (calendar 
year) second installment due.—Property tax 
second installment delinquent. October 10— 
3eer tax reports and payment from Class 
“A” permittees due——Gasoline tax reports 
and payment from carriers due. October 20— 
Gasoline tax reports and payment due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. 


KANSAS 


October 5—Cigarette reports from whole- 
salers due. October 10—Malt beverage re- 
ports due. October 15—Alcoholic liquor 
reports from manufacturers and distributors 
due.—Compensating use tax reports and 
payment due.—Corporate income tax sec- 
ond installment due.—Gasoline and fuel use 
reports from carriers due.—Gross ton mile- 
age tax reports and payment from motor 
carriers due. October 20—Alcoholic liquor 
tax reports and payment from retailers due. 
—Sales tax reports and payment due.—Use 
fuel tax reports and payment due. October 
25—Gasoline tax reports and payment due. 


KENTUCKY 


October 10—Distilled liquor tax from 
blenders and rectifiers due. October 15— 
Alcoholic beverage reports due.—Fuel use 
tax reports and payment from transporters 
due.—Personal income tax (calendar year) 
second installment due. October 20—Ciga- 
rette reports from wholesalers due.—Oil 
production tax reports and payment due. 
October 31—Amusement and entertainment 
tax reports and payment due.—Gasoline re- 
ports from refiners and importers due.— 
Gasoline tax reports and payment from 
dealers and transporters due.—Gross_ re- 
ceipts tax reports and payment from public 
utilities due—Motor vehicle fuel use tax 
reports and payment due. 


LOUISIANA 


October 1—Franchise tax reports and 
payment due.—Soft drinks reports due. 
October 10—Beer reports from importers 
due.—Gasoline reports from importers due. 
—Lubricating oils reports from importers 
due. October 15—Gasoline reports from 
carriers due.—Intoxicating liquor reports 
due.—Kerosene reports from carriers due. 
—Lubricating oils reports from carriers due. 
—Soft drinks reports due—Tobacco reports 
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due. October 20—Beer tax reports and 
payment from wholesale dealers due.—Fuel 
use tax reports and payment due.—Gasoline 
tax reports and payment due.—Kerosene 
tax reports and payment due.—Lubricating 
oils tax reports and payment due.—Sales 
tax reports and payment due.—Use tax 
reports and payment due. October 30— 
Carrier tax quarterly reports and payment 
due.—Gas gathering tax reports and pay- 
ment due.—Natural resources severance tax 
and producer of dry gas or gas in combi- 
nation with liquid hydrocarbons tax reports 
and payment due.—-Public utility and pipe- 
line reports due. 


MAINE 


October 10—Malt beverage reports from 
manufacturers and wholesalers due. Octo- 
ber 15—Sales tax reports and payment due.— 
Use tax reports and payment due. October 
25—Use fuel tax reports and payment due. 
October 31—Gasoline tax reports and pay- 
ment due.—Road tax reports and payment 
from motor carriers due. 


MARYLAND 


October 1—Property tax assessed by lo- 
cal collectors due. October 10—Admissions 
tax due.—Beer tax reports and payment 
due. October 15—Sales tax reports and 
payment due.—Use tax reports and pay- 
ment due. October 31—Gasoline and diesel 
fuel tax reports and payment due. 


MASSACHUSETTS 


October 10—Alcoholic beverage excise 
tax reports and payment due.—Meals ex- 
cise tax reports and payment due. October 
20—Cigarette tax reports and payment due. 
October 31—Motor fuel tax reports and 
payment due. 


MICHIGAN 


October 1—Gas and oil severance tax re- 
ports and payment due. October 5—Brew- 
ery production reports due.—Gasoline state- 
ments from carriers due.—Sacramental 
wine seller reports due. October 10—Com- 
mon and contract carrier reports and pay- 
ment due.—Winery reports due. October 
15—Sales tax reports and payment due.— 
Use tax reports and payment due. Octo- 
ber 20—Cigarette tax reports and payment 
due.—Diesel fuel user tax reports and pay- 
ment due.—Fuel sold for use on vessels, tax 
due.—Gasoline tax reports and payment 
from distributors due. October 31—Public 
utilities second payment of tax due. 
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MINNESOTA 


October 1—Aircraft dealer registration 
and tax payment due.—Motor vehicle regis- 
tration fees due. October 10—Alcoholic 
beverage reports from wholesalers, brewers 
and manufacturers due.—Gasoline reports 
from carriers due. October 20—Cigarette 
sales tax reports and payment due.—Ciga- 
rette use and storage tax reports and pay- 
ment due. October 23—Gasoline tax re- 
ports and payment from distributors due.— 
Special use fuel tax reports and payment 
due.—Tractor fuel seller reports due. Octo- 
ber 31—Property tax second semiannual 
installment due. 


MISSISSIPPI 


October 5—Factory reports due. Octo- 
ber 10—Admissions tax reports and pay- 
ment due. October 15—Gasoline tax re- 
ports and payment from carriers due.— 
Light wine and beer reports from retailers, 
wholesalers and distributors due.—Sales 
tax reports and payment due.—Timber sev- 
erance tax reports and payment due.— 
Tobacco reports from manufacturers, dis- 
tributors and wholesalers due—Use tax 
reports and payment due. October 20— 
Gasoline tax reports and payment from 
distributors, refiners, processors and solvent 
users due. October 25—Gas severance tax 
reports and payment due.—Oil and Gas Board 
maintenance tax due.—Oil severance tax re- 
ports and payment due. October 31—Car- 
rier license fees due.—Motor vehicle regis- 
tration fees due.—Outdoor advertising space 
reports from owners or lessees due. 


MISSOURI 


October 5—Nonintoxicating beer permit- 
tee reports due. October 10—Oil inspection 
tax reports and payment due.—Petroleum 
products receiver reports due. October 15 
—Alcoholic beverage sales reports due.— 
Retail sales tax reports and payment due. 
October 25—Use fuel tax reports and pay- 
ment due. October 31—Gasoline tax re- 
ports and payment from distributors due — 
Soft drinks inspection fee reports and pay- 
ment due. 


MONTANA 


October 1—Moving picture .theater li- 
cense tax due. October 10—Cigarette tax 
stamp payment due. October 15—Beer tax 
reports and payment from brewers, whole- 
salers and transporters due—Crude pe- 
troleum producer reports due.—Electric 
company tax reports and payment due— 
Gasoline reports from carriers due—Gasoline 


tax reports and payment due.—Motor car- 
rier additional fees due.——Personal income 
tax second installment due. October 30— 
Coal mine operator tax reports and payment 
due.—License tax reports and payment 
from oil producers due——Micaceous miner- 
als license tax reports and payment due.— 
Telegraph and natural gas company tax 
reports and payment due. 


NEBRASKA 


October 1—Express company reports due 
(last day). October 10—Cigarette reports 
from distributors due. October 15—Alco- 
holic beverage reports from manufacturers 
and wholesale distributors due.—Aviation 
fuel tax reports and payment from dealers 
due.—Gasoline reports from carriers due — 
Gasoline tax reports and payment due. 


NEVADA 


October 10—Liquor reports from out-of- 
state vendors due. October 11—Toll road 
and bridge quarterly tax reports and pay- 
ment due. October 15—Alcoholic beverage 
reports from manufacturers and importers 
due.—Cigarette reports from wholesalers 
due.—Gasoline reports from carriers due. 
October 25—Fuel user tax reports and pay- 
ment due.—Gasoline tax reports and pay- 
ment from dealers due. 


NEW HAMPSHIRE 


October 10—Alcoholic beverage reports 
from manufacturers, wholesalers and im- 
porters due—Alcoholic beverage tax from 
wholesalers due. October 15—Forest yield 
reports due.—Property tax from public util- 
ities due.—Use fuel tax reports and payment 
due. October 31—Gasoline reports from 
carriers due—Motor fuel tax reports and 
payment due. 


NEW JERSEY 


October 10—Excise tax reports and pay- 
ment on interstate busses due.—Gross re- 
ceipts tax reports and payment on municipal 
jitneys due. October 15—Alcoholic bev- 
erage reports from manufacturers, distribu- 
tors, transporters, storers, importers and 
sellers due. October 20—Alcoholic beverage 
reports from retail consumption and retail 
distribution licensees due—Cigarette tax 
reports and payment due. October 25— 
Gross receipts tax reports and payment on 
municipal busses due. October 30—Gaso- 
line reports from carriers due. Second Last 
Business Day—Gasoline tax reports and 
payment from distributors due. 
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NEW MEXICO 


October 1—Merchant license tax fourth 
quarterly installment due. October 15— 
Corporate income tax installment due.— 
Occupational gross income tax reports and pay- 
ment due.—Personal income tax third install- 
ment due.—Severance tax reports and payment 
due. October 20—Cigarette reports from re- 
tailers supplying passenger carriers due.—Elec- 
tric, gas, water and steam company inspection 
fees due.——Motor carrier tax reports and 
payment due. October 25—Gasoline tax 
reports and payment due.—Use or com- 
pensating tax reports and payment due. 
October 30—Oil and gas well production 
reports due. 


NEW YORK 


October 15—Personal income tax third 
installment due. October 20—Alcoholic 
beverage tax reports and payment due. 
October 25—Conduit company tax reports 
and payment due. October 31—Gasoline 
tax reports and payment due. 


NORTH CAROLINA 


October 1—Property tax due. October 
10—Alcoholic beverage reports from rail- 
roads due.—Gasoline tax reports and pay- 
ment from carriers due.—Unfortified wine 
tax reports and payment from distributors 
and bottlers due. October 15—Sales tax 
reports and payment due.—Spirituous liquor 
tax due.—Use tax reports and payment due. 
October 20—Gasoline tax reports and pay- 
ment from distributors due—Use fuel tax 
reports and payment due. October 30— 
Electric light, power, street railway, gas, 
water, sewerage and telephone company tax 
reports and payment due. 


NORTH DAKOTA 


October 10—Cigarette reports from dis- 
tributors due. October 15—Alcoholic bev- 
erage additional tax due.—Beer tax reports 
and payment due.—Gasoline tax reports 
and payment due.—Liquor reports from 
wholesale dealers due—Real property tax 
semiannual installment delinquent. October 
20—Sales tax reports and payment due— 
Use tax reports and payment due. October 
25—Use fuel tax reports and payment due. 


OHIO 


October 10—Alcoholic beverage reports 
from Classes “A” and “B” permittees due.— 
Cigarette reports from wholesalers due. 
October 15—Cigarette use tax reports and 
payment due.—Gasoline reports from per- 
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sons other than dealers due—Use tax re- 
ports and payment due. October 20—Gaso- 
line reports from dealers due. October 30— 
Gasoline reports from carriers due. Octo- 
ber 31—Gasoline tax due. 


OKLAHOMA 


October 1—Gross earnings reports from 
freight car companies due.—Railroad com- 
pany reports of equipment leased and 
withheld tax due. October 5—Operator re- 
ports of mines other than coal due. Octo- 
ber 10—Alcoholic beverage tax reports and 
payment due.—Cigarette reports from 
wholesalers, retailers and vending machine 
owners due.—Gross receipts tax reports 
and payment from airports due. October 
15—Gasoline reports from dealers, retailers 
and carriers due—Mileage tax reports and 
payment from carriers due.—Sales tax re- 
ports and payment due.—Tobacco reports 
from wholesalers, jobbers and warehouse- 
men due. October 20—Coal mine operator 
reports due.—Gasoline tax reports and pay- 
ment from distributors and purchasers of 
imported gasoline due.—Motor fuel use tax 
reports and payment due.—Property tax 
reports and payment from rural electric 
cooperatives due.—Use fuel reports from 
carriers due——Use fuel tax reports and 
payment due.—Use tax reports and payment 
due. October 30—Cotton manufacturer tax 
reports and payment due—Oil, gas and 
mineral gross production tax reports and 
payment due. 


OREGON 


October 1—Motor vehicle quarterly reg- 


istration fee due. October 15—Excise (in- 
come) tax third installment due.——Personal 
income tax third installment due. October 
20—Alcoholic beverage tax reports and pay- 
ment due—Motor carrier reports due if 
tax is paid as per Table A or B.—Motor 
vehicle broker and forwarder tax due— 
Use fuel tax reports and payment due. 
October 25—Gasoline tax reports and pay- 
ment due. October 30—Forest products 
severance tax reports and payment due— 
Oil production tax reports and payment 
due.—Withholding tax reports and pay- 
ment due. October 31—Motor carrier tax 
due if paid as per Table A or B. 


PENNSYLVANIA 


October 10—Malt beverage reports due. 
—Spirituous and vinous liquor reports from 
importers due. October 15—Alcoholic bev- 
erage tax reports and payment from manu- 
facturers due. October 31—Gasoline tax 
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reports and payment due.—Use fuel reports 
from carriers due—Use fuel tax reports 
and payment due. 


RHODE ISLAND 


October 1—National bank depositor tax 
due. ‘October 10—Alcoholic beverage re- 
ports from manufacturers due.—Cigarette 
reports from distributors and dealers due. 
October 20—Sales tax reports and payment 
due.—Use tax reports and payment due. 
October 25—Gasoline tax reports and pay- 
ment due. October 31—Corporations em- 
ploying five or more persons, reports due. 


SOUTH CAROLINA 


October 1—Alcoholic beverage wholesaler 
reports of alcoholic beverages received due. 
October 10—Admissions tax reports and 
payment due.—Alcoholic beverage retailer 
and wholesaler reports of alcoholic beverage 
sales and additional tax due.—Power tax 
reports and payment due (last day).—Soft 
drinks reports due. October 20—Gasoline 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. October 25—Fuel oil tax 
reports and payment from dealers and users 
due. October 31—Motor vehicle registra- 
tion and fees due. 


SOUTH DAKOTA 


October 10—Motor carriers in interstate 
commerce tax reports and payment due. 
October 15—Alcoholic beverage sales re- 
ports due.—Gasoline reports from carriers 
and retail airplane vendors due.—Gasoline 
tax from dealers due.—Occupational retail 
' sales tax quarterly reports and payment 
due.—Tractor fuel user tax reports and pay- 
ment due.—Use fuel reports from carriers 
due.—Use fuel tax reports and payment 
due.—Use tax quarterly reports and pay- 
ment due. October 20—Passenger mileage 
tax due. October 30—Mineral products 
severance tax reports and payment due. 
October 31—Gasoline reports from dealers 
due.—Grain in elevators and warehouses, 
second installment due (last day). Property 
tax second installment due (last day). 


TENNESSEE 


October 1—Property tax due. October 
10—Alcoholic beverage reports due (last 
day).—Barrel tax on beer due.—Gasoline 
reports from carriers due.—Petroleum prod- 
ucts special privilege tax reports and pay- 
ment due. October 15—Fuel user reports 
due.—Use fuel reports from carriers due. 
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October 20—Cottonseed oil mill reports 
due.—Gasoline tax reports and payment 
from distributors due—Oil production tax 
reports and payment due.—Sales tax reports 
and payment due——Use tax reports and 
payment due. October 25—Motor vehicle 
fuel manufacturer and refiner reports of 
motor fuel imported, manufactured or sold 
in Tennessee due. 


TEXAS 


October 1—Contract carrier occupation 
tax reports and payment due.—Gross re- 
ceipts tax reports and payment on radios, 
television sets, cosmetics and playing cards 
due.—Public utility tax reports and pay- 
ment due—Sulphur production tax reports 
and payment due. October 5—Cigarette 
reports from solicitors due. October 10— 
Cigarette reports from distributors due. 
October 15—Beer tax reports and payment 
due. October 20—Liquefied gases and 
liquid fuel tax reports and payment from 
users due.—Motor fuel reports from car- 
riers due.—Motor fuel tax reports and pay- 
ment due. October 25—Admissions tax 
reports and payment due.—Carbon black 
production tax reports and payment due.— 
Cement distributor tax reports and payment 
due.—Prizes and awards of theater tax re- 
ports and payment due. October 30— 


Natural gas production tax reports and 
payment due.—Oil production tax reports 
and payment due. 


UTAH 


October 10—Liquor reports from licensees 
due.—Use fuel reports from carriers due. 
October 25—Gasoline reports from carriers 
due.—Gasoline tax reports and payment 
from distributors and retailers due.—Use 
fuel tax reports and payment due. 


VERMONT 


October 10—Alcoholic beverage tax re- 
ports and payment due. October 15— 
Electric light and power company tax -re- 
ports and payment due.—Express and tele- 
graph company tax due.—Railroad and 
transportation company tax due. October 
31—Gasoline tax reports and payment due. 


VIRGINIA 


October 1—Motor bus transportation li- 
cense tax due—Public utility tax due. 
October 10—Beer reports from dealers, 
bottlers and manufacturers due. October 
15—Motor carrier tax due. October 20— 
Gasoline reports from carriers due.—Use 


e TAXES—The Tax Magazine 








ment 
1 tax 
ports 

and 
‘hicle 
is of 

sold 


ation 
Ss re- 
idios, 
cards 
Pay- 
ports 
arette 
10— 
due. 
rment 
and 
from 
car- 
- ~pay- 
3 «tax 
black 
lue.— 
y7ment 
x re- 
30— 
and 
ports 


‘nsees 
; due. 
rriers 
yment 
—Use 


xX re- 

15— 
1X .re- 
1 tele- 
| and 
ttober 
t due. 


ion li- 

due. 
ealers, 
ctober 
- 20— 


—Use 


yazine 














fuel reports from dealers and resellers due. 
October 30—Forest products severance tax 
quarterly reports and payment due. Octo- 
ber 31—Gasoline tax reports and payment 
due-—Motor carrier quarterly road tax re- 
ports and payment due.—Use fuel tax re- 
ports and payment due. 


WASHINGTON 


October 10—Malt product reports from 
brewers and manufacturers due. October 
15—Auto transportation company tax re- 
ports and payment due.—Cigarette drop 
shipment reports from wholesalers due.— 
Cigarette duplicate invoices on shipments 
out of state from wholesalers and retailers 
due. October 20—Use fuel tax reports and 
payment due. October 25—Gasoline re- 
ports from carriers due.—Gasoline tax re- 
ports and payment due. October 31— 
Property tax semiannual installment due. 


WEST VIRGINIA 


October 10—Alcoholic beverage tax re- 
ports and payment due.—Soft drinks tax 
reports and payment due. October 15— 
Cigarette use tax reports and payment due. 


City Tax Calendar . 


October 1—New York: New York City real 
estate tax first installment due. 


October 15—Arizona: Phoenix business priv- 
ilege tax reports and payment due; Yuma 
business privilege tax reports and pay- 
ment due. Colorado: Denver sales tax 
reports and payment due. New Mexico: 
Albuquerque occupation tax installment 
due. Pennsylvania: Erie employer with- 
holding tax reports and payment due; 
Scranton employer withholding tax re- 
ports and payment due; Scranton em- 
ployer withholding tax reports and payment 
of school district income tax due. 


October 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City sales and use 
tax reports and payment due. 


October 25—New York: New York City 


conduit company tax reports and payment 


State Tax Calendar 





—Sales tax reports and payment due.— 
Use tax reports and payment due. October 
30—Gasoline tax reports and payment due. 
—Occupational gross income tax quarterly 
reports and payment due: 


WISCONSIN 


October 1—Motor carrier flat tax due. 
October 10—Alcoholic beverage reports 
due.—Cigarette reports from wholesalers 
and manufacturers due.—Oleomargarine re- 
ports due. October 15—Property tax sec- 
ond installment from railroad, telegraph, 
sleeping car and express companies due. 
October 20—Gasoline tax reports and pay- 
ment due. October 30—Gasoline reports 
from transporters due. 


WYOMING 


October 10—Gasoline reports from car- 
riers due. October 15—Gasoline reports 
from dealers due.—Gasoline tax reports and 
payment from wholesalers due.—Motor 
carrier tax reports and payment due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. October 20— 
Cigarette reports due. 












due; New York City public utility excise 
tax reports and payment due. 


October 30—Pennsylvania: Philadelphia in- 
come tax reports and payment on wages 
and salaries not withheld at source due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 


October 31—California: Los Angeles monthly 
sales and use tax reports and payment 
due; Los Angeles quarterly sales and use 
tax reports and payment due; Oakland 
sales and use tax reports and payment 
due; San Francisco sales and use tax 
reports and payment due. Kentucky: 
Louisville personal income tax withhold- 
ing agent payment due. Ohio: Columbus 
employer withholding reports due; Dayton 
employer withholding reports and pay- 
ment, if more than $50, due; Toledo 
employer withholding reports and pay- 
ment due; Youngstown employer with- 
holding reports and payment due. 











Other Helpful, Informative 
CCH Magazines 


Labor Law Journal 


Specifically designed and edited to promote sound think- 

ing on labor law problems, the Labor Law Journal presents 

timely articles concerned with the intimate and complex 

relationship of Law, Labor, Government, Management, 

and Union. Each month, the Journal brings you the serious 

thinking, the reasoned conclusions, the viewpoints, and 

attitudes of leaders of thought and action—on significant, 

pivotal labor law problems. Specialists in the field treat In Recent Articles: 
currently troublesome phases of labor law in factual, @ Escalator clanses 
hard-hitting articles. No punches are pulled—nothing is @ Arbitration 
‘‘slanted."’ Issued monthly; subscription rate—$6 a year. . eee 


@ Consumers’ price index 
Sample copy on request. @ Disafiliation 


@ Pension plans 

@ Contract disputes 

@ Non-Communist affidavits 
@ Bargaining in good faith 


Insurance Law Journal 


Month after month, this helpful magazine presents timely 
articles on pertinent subjects of insurance law, digests o 
recent decisions, comments on pending legislation, ruling 
of state commissioners and attorneys general, and other 
features reflecting the changing scene of insurance law.) 
The Journal is edited exclusively for insurance law men, 
by insurance law men. Emphasis is on the insurance law 
fields of Life, Health and Accident, Fire and Casualty, 
aan shop legislation Automobile, and Negligence. Issued monthly; subscrip 
xcess liability ‘ . : 
Unlicensed insurers tion rate—$10 a year, including a handsome binder for) 


eestor sg of age permanent filing of each monthly issue for a year. Send’ 
Comparative negligence for a sample copy. : 
Obligation to defend 

Selling the agency 

Synchronous death 


ee 


Recent Issues Discussed: 


Food Drug Cosmetic Law Journal 


Essentially, the purpose of the Journal is to stimulate and 

facilitate the exchange of professional views in a highly 

specialized field of law. Each issue presents signed arti- 

cles—by specialists, public officials, and other authorities 

—on legal problems involved in the preparation, pack- 

aging, labeling, storage, and distribution of foods, with 

respect to nutrition, health, and the general public wel- 

fare, in addition to notes on legislative, administrative 

and judicial developments. issued monthly; subscription 

rate—$10 a year, including binder for year’s issues. Recent Subjects Featured: 
Sample copy sent on request. Standard making 
Product liability law 
Refilled prescriptions 
Chemical additives 
Imitation foods 
Multiple seizures 
Fraud in food cases 


Barbiturate control 
False advertising 


All Published by 
RCE, CLEARING, HovusE.. INC.. 


COMMERCE. . LEARING, HLOUSE,. Ann nnn 


PUBLISHERS OF TOPICAL LAW REPORTS 
214 N. MICHIGAN AVE., CHICAGO 1, ILL. 


When requesting sample copies, please address JTV9 








